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2001 Performance Highlights ) S I

' Financial {$000) _ 1999 2000 2001 Earnings Per Share
EBITDA $ 243,158 S 258839 $ 257941 _ (diluted weighted average) ‘
Electric Utility Operating Revenues ) ) $1.23 ‘

(net of energy expenses) S 458581 S 475,644 S 483488
Net Income {applicable to common stock) ~ $ 46,774(1) S 58392 CS 63659 - 388
Total Assets $ 1664436 $ 1,660,105 S 1,644,439 \ ' |
EBITDA Interest Coverage ) 3.00x 3.64x 3.90% - .78 1 [

. Common Stock Data |
Earnings Per Share - T : ‘ A ]

{diluted weighted average) ) 0.78(1) S 1.06 S 1.23 | ! Lo
Free Cash Flow Per Share S 1.94 ) 2.34 '8 237 : ‘

Market Price Per Share )

(year-end close) -~ / S 9.81 S 13.20 S 14.50 _ :
Book Value Per Share ] 7.36 S 8.00 S 8.96 L i Ly
Market To Book Ratio 133% 165% 162% | 1528 1229 2000 2007
Price Eamings Ratio . 12.58x(1) 12.45x ‘ 1179 *1999 excludes unusual and non-recurring items.
Return on Book Equity 1092%(1) - 13.71% 14.77% .

Weighted Average Number of - .

Common Shares Cutstanding 59,349,468 54,183 915 50,821,140 .

Number of Registered Holders 5,547 "~ 5,257 " 5580 Common Stock EQWW
. - (percent of capitalization)
" pubt and Stock Repurchases {$500) » S ' © 30%

First Mortgage Bonds - ‘ _ 36%

Repurchases - e S 83544 S 38848 $ - 53,628 3% ||

Redemptions -5 36034 $ - 78 34571 a

( ' : ' .
Common Share Repurchases 3,169,289 - 5,991,178 2,760,862 26% i
. N . ~ ) l"—

' Reﬂmwe Price Performance -

- El Paso Electric vs. S & P Electric and S & P Utilities Hnduws ' L

_ . 12/29/00 - 12/31/01

w@%' ' : . i

128% S ; o

120% A | !

198% : ~

190% 1887 1838 1939 20T0 2@@}\

1@8%

103% 1,

88% -

E0% Marfket Price Per Share
iﬁ (year-gnd)

75% ’ . . \ o ’ ‘ . } ) '$14.30

0% - e . o $13.20 .
€5% g , . LT - o

. @5 , ‘ ; I )

12/29/23 B2/23/01 04/38/01 C3/30/a1 ©3/30/21 1073381 12/31/071 s0.61
EE 38 & P Electric {78 & P Uellittes . : $8.78 .. - ‘
1 . . - - N
(1) 1999 results before the effects of unusual and non-recurring -items. 1 [{
(2) Certain prior year amounts have been restated to conform to the 2001 presentation. i
(3) Daily closing values for S & P classification system ip use priorto 01/01/02. \ |

Statements in this document, other than statements of historical information, are f:amard -looking statements that are made |

pursuant to the safe harbor provisions of the Private Securities Litigation Reform Act of 1985, Such forward-looking

statements, as well as other oral and written forward-focking statements made by or on behalf of E} Paso Electric (EPE) from* !

time to time, including statements contained in EPE'’s filings with the Securities and Exchange Commission and its reports to

shareholders, involve known and unknown risks and other factors which may cause EPE's actual results in future periods to

differ materially from those expressed in any forward-looking statements. Please refer to EPE's 10-K for fiscal year ended

December 31, 2001, and EPE's other 34 Act filings for a detailed discussion of these risks and uncertainties. EPE cautions i

that the risks and factors in such filings are not exclusive. EPE does not undertake to update any forward-locking statement

that may be made from time to time by or on behalf of EPE, except as required by law. 1888 1232 2000 2001

<




Dear Sharefiolders:

2001 was a year of
celebration for El Paso
Electric. We celebrated 100
years of service to the area as-
well as the beginning of a new
era of leadership.

On August 30, 1901, the
El Paso Electric Railway
Company was created as the .
electricity provider to about

450 customers in the young,
booming city of El Paso, Texas.
One hundred years later,

El Paso Electric is providing
309,000 customers with safe
and reliable electric power.
Effective leadership guided
El Paso Electric for many of
those 100 years. This has
certainly been the case over
the last few years as El Paso
Electric has prospered under

the leadership and guidance of

former President and Chief
Executive foicer Jim Haines.

AT

~ Zach T White

_ Founder, El Paso Electric Railway Company

In the last five years,

under Jim’s leadership,

El Paso Electric has:"_
restored investment grade
scredit quality to its
securities, received national
awards for operational ©
efficiency, been rated as

one of the most reliable
utilities in the state of

Texas (as measured by
standards set up by the

state regulatory
commission), received local
and national awards for
community involvement,

and favorably resolved a
significantly advanced
municipalization attempt.
Overcoming any one of these
¢hallenges would be worthy of
note; overcoming all of them
and restoring prominence to
the company in each of these
vital areas, in just a few short
years, is an outstanding '
achievement. Jim will continue
to provide leadership in his
new role aswice chairman of -
the board and will retain his
position as chairman of the
Executive Committee of the
board.

On November 1, 2001, a new

era of leadership began with
"the selection of Gary Hedrick
as president and chief
executive officer. Gary's 25 .

years of extensive financial and

regulatory experience .
combined with his lifelong
knowledge of the communities

_| - we serve have prepared him to
“lead El Paso Electric into the

next century and to continue

El Paso Electric 2001 Annual Report .

,,,,,,

i

George W. Edwards, Jr.
Chairman of the Board

the success enjoyed over‘the,
last five years.,
It is with great excitement

'~ that we look forward to 2002

and beyond. Be assured that
El Paso Electric will continue
its rich tradition of service to
our customers and creating
value for our shareholders.

e

[

T



El Paso Electric 2001 Annual Report

Dear S%W@/%QMWS:

- In 2001, El Paso Electric

commemorated 100 years of
_service to west Texas and:

southern New Mexico.
Throughout a century of service,
EPE has been an active partner
in the growth and prosperity
enjoyed by the region. Over that
time, EPE has remained a
vertically integrated utility,
producing, transmitting, and
distributing electricity
throughout its service territory
in a fully regulated
environment. Now, standing at .
the threshold of a new century
of service to our customers, we,
as well as our industry, are in
the midst of dramatic and rapid _
change.

In January 2002, retail
competition began in portions
of Texas. EPE’s service territory,
as well as parts of the
panhandle and far east Texas,
have not yet begun retail
competition. In EPE's case, we

"_are currently scheduled to begin
a retail pilot program in August
2005, and to begin full retail
competition seven months later.
In New Mexico, which
comprises approximately 20
percent of our retail business,
retail competition is slated to
begin in January 2007.

Much remains unsettled
regarding the structure and
benefits of retail competition.
The model in California, once
regarded as the vanguard for
effective retail competition, has
been abandoned as unworkable.
In Texas, we are in the early
months of a structure for retail
competition, which most agree

differs materially from the
California model. It is too early
to tell, however, whether the -~
Texas structure will encounter
its own unique set of
challenges.

From EPE's perspective, we
have several inherent _
advantages that we believe will
work in our favor as we prepare
for retail competition in 2006
and beyond. First, we have an
opportunity to learn from other
utilities as they resolve
structural dilemmas and
develop a fully operative
market. Second, we will
continue to use a portion of our
significant cash flow to reduce
debt and strengthen our
balance sheet. Third, as we
enter competition, we estimate
that nearly half of our assets
will remain in the regulated ™ ~
transmission and distribution
business, providing a stable
base of earnings and cash flow.
Fourth, we operate in an
historically high growth area
and have a significant market
opportunity literally on our
doorstep in the form of the
considerable energy needs
facing the Republic of Mexico.
Finally, we have over 700 MW of _
nuclear and coal capacity that
we believe should be '
competitive.’

The challenges we face are in
adapting our company to the
competitive landscape after a
century of regulation. We will
meet these challenges by
remembering the lessons from

" our past — focusing on our core

business and taking a

Gary R. Hedrick
President and CEO

conservative approach to both

financial and operational

~management — while

relentlessly adhering to our core

- values of safety, integrity, and

excellence in all that we do.
Our pursuit of these business
principles and values continued
to produce excellent results
during 2001. Diluted earnings
per common share increased to
S1.27, before extraordinary item.
This performance was
significantly enhanced by
increases in both demand and
prices in the western power
market, resultingin profit
margins on economy sales

‘contributing approximately 35

pércent to net income, after tax,”
in 2001, compared to 29 percent
in 2000. While EPE welcomes
these increased sales and
margins, there is no guarantee
that these conditions will
continue at the levels previously
experienced. This is especially
true given the Federal Energy




Regulatory Commission price
caps in the western market,
plans for increased generation,
and continued softness in the
wholesale market. '

During 2001, our free cash
flow remained strong at $2.37

“per share, enabling us to reduce
debt during the year by over
$88.2 million. This reduction in
debt has decreased annual fixed
charges on an ongoing basis by
$7.2 million. We will redeem the
remaining $42.9 million of our
Series C bonds at maturity in
February 2003 with internally
generated cash. As a result of
our debt reduction plan, EPE’s
common stock equity increased
to 39 percent of long-term
capitalization (including current
maturities) at year-end, a
dramatic improvement from the
June 30, 1996, level of 19
percent. .

EPE has also utilized its free
cash flow to-essentially
complete the 12 million-share
common stock repurchase
program started on June 14,
1999. As of January 31, 2002,
more than 11.9 million shares

~ have been repurchased for
$133.9 million, including
commissions. We.estimate that
this common stock share
reduction added almost $0.07
per share to diluted earnings,
before extraordinary item, in
2001. In early 2002, EPE .
authorized an additional stock
repurchase of up to three
million shares. EPE’s goal is to
produce maximum value for
shareholders through stock
repurchases, in combination

with our ongoing goal to reduce
debt and thereby strengthen
EPE's balance sheet. Of course,
common stock repurchases or
future reductions in fixed
obligations will depend on the
comparative economic value of -
alternative uses of cash.

At $14.50, our year-end
closing stock price increased for

- the sixth consecutive year and .

produced a one-year return of
almost 10 percent. This
significantly outperformed the
S & P Electric Utilities Total
Return Index, which closed

_down 8.3 percent, and the S &P

Utilities Total Return Index,
which closed down 30.4 percent.
The Dow Jones Utility Index also
closed down 28.7 percent. In
October 2001, EPE was included”
in the S & P SmallCap 600

Index, which had a total return
of 6.5 percent for the year. EPE

‘is also included in the Russell

2000.Index, which posted a total
return of 2.5 percent for the
year. ‘

During 2000 and early 2001,
the utility industry saw dramatic
increases in the cost of natural
gas used to produce electricity.
While EPE was able to pass
these increased costs through
to its Texas customers, a
previous settlement agreement
prevented recovery of these .-
increased costs from our New
Mexico customers prior to May
I, 2001. EPE filed a petition to
recover these increased costs in
late April 2001 and was
successful in entering into a
settlement agreement which
allowed for the full pass- -

El Paso Electric 2001 Annual Report

through of fuel costs in our New
Mexico jurisdiction effective
June 15, 2001. Our inability to
recover these increased costs in

our New Mexico jurisdiction for °

the first half of the year resulted
in an approximate $6.3 milljon,

- $0.12 per share, reduction in

2001 profits. As of today, our
regulatory structure in both
retail jurisdictions allows for
complete pass-through of our
prudently incurred fuel
eXpenses. \
EPE owns approximately

1,500 MW of generating capacity
that, along with some small -

“purchased power contracts to

provide adequate reserves,
should be sufficient to meet the
present and near-term projected
electricity needs of its service
territory. In 2001, the Palo Verde
Nuclear Generating Station
supplied approkimately 49
percent of EPE's energy mix and
operated at an 86 percent
capacity factor. EPE, along with
the other participants in Palo
Verde, recently began
discussions regarding the

" possible replacement of the

steam generators at Units I and 3.
Those initial discussions
indicate that it may be
economically desirable to
replace the steam generators at
those units in addition to the.
Unit 2 steam generator -
replacement scheduled for Fall
2003. Replacement of the steam
generators would increase the
plant output and is essential for
the proposed extension of the -
units’ operating licenses for an

. additional 20 years.

3




|
1}

El Paso Electric 2001 Annual Report

Our commitment to creating
value includes evaluating the
need to secure additional
generation resources for 2006

“and beyond. Our.conservative
" operating philosophy is

reflected in EPE's commitment
to enter the competitive
environment with sufficient
generation to meet customer
needs. Currently EPE is
evaluating the need for
constructing additional
generating capacity against the
mandated requirement under
the Texas restructuring law that
we lose 40 percent of our |

~ incumbent residential and small

commercial customers. Our
current capacity and contracts
for power are sufficient to
supply our needs through 2005.

‘This provides us with additional

time to thoroughly evaluate our

'capacity needs in a competitive

environment and to contract for,
or construct, any needed
additions.

EPE will also continue to
work to improve customer
relationships, which are vital to

earning and retaining customer -

loyalty as we enter the
competitive market. For two
years in a row, EPE has ranked
number one in the two
reliability measures reported by
investor-owned utilities to the
Public Utility Commission of
Texas. We have also worked to

. increase operating efficiencies

in other areas. The number of
customers served per employee
has increased year over year,
and the implementation of
process improvements at the .

EPE Call Center, for example,
has resulted in better, more
timely customer service.

In 2001, kWh sales to the
Comisién Federal de
Electricidad (CFE), Mexico's
national electric utility, were
almost twice as high as sales
during 2000. The contract to
serve 80 MW in 2000 and 100
MW in 2001 of summer load
was not renewed in 2002,
however, due primarily to the
significant slow-down in the
Mexican economy. EPE's
relationship with the CFE is
based on stfong operating ties
and literally a century of service

to the CFE and its predecessors.

We intend to continue
partnering with the CFE as it
seeks solutions to Mexico's
substantial infrastructure
requirements.

Corporate citizenship is a
responsibility we take very
seriously. Contributing to our
communities is an express part
of our corporate mission
statement, and, as such, helps
to define our corporate purpose
and mold the actions taken by
our employees. We believe this
community partnership creates
real value over time through -

.enhanced communication and

collaboration with our
customers and communities.
During 2001, our employees
contributed over 14,000 hours
of their time to charitable and
civic causes and events: EPE'’s
progress in this area is purely a
reflection of our employees’
dedication and contributions
and is illustrated by the

numerous awards and
recognition EPE received over
the past year. Of particular note,
is the recognition of EPE’s 100
years of service by the Texas
Senate and House of
Representatives. El Paso Electric
as well as past President and
CEOQO, James Haines, were
honored with the readings of

_resolutions during the 77th

Legislative Session. In these
readings, EPE was commemorated
for having “spurred growth and
development of the El Paso and -
surrounding communities,” and

for having “proven itself to be an -
_industry leader that is committed

to serving the area’s citizens.”
In 1901, El Paso Electric

Railway Company focused

primarily on electric railcar”

~transportation between El Paso

and Judrez, Mexico. Today, our
focus is reflected in our mission
statement. o
“El Paso Electric will be a premier
electric and energy services
company which anticipates and
meets the electric energy needs of its
customers in the U.S. and Mexico
by creating extraordinary-value for:
our customers through top quality
service at a fair price; our
shareholders through exceptional
returns; our employees through
superior compensation for superior
work; and for our communities
through outstanding leadership,
stewardship, and commitment.”
Thank you for your support and
continued confidence in El Paso
Electric.
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2001 Operational Highlights
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2001 Retail MW Sales

Y
/937"/: \

28.77%

/

L1888%
33.28%

figw Bisgl

Srat

o]
.

R, Company Lines

(O  wajor Distribution Stations

; g Generating Stations -

_ > Public Authorities
_] Commercial & Ind. Large

[ Residential
77 Commercial & Ind. Small

'Operationai 1999 2000 2001 | Wholesale Sales Contracts
. . N i |
) Retall GWh Sold 5,866 6,1 15 6,218 - lmperlal lrrlgatlon DlStrlCt
Native Peak (MW) 1,159 1,159 1,199  of California (lID) .
Customers at Year-End 297,982 303,722 309,221 100 MW Firm Capacity
Emplo ¢ Year-End 50 MW Contingent Capacity
mployees at Year-En . . .
{including temporaries} 1,068 1,037 1,033 Expires April 2002
Palo Verde Capacity Factor 9% ‘ 91% 8%  Texas-New Mexico Power Co.
. Up to 75 MW Firm Capacity
?Gener&ﬁiﬁg Qagaéiw Expires December 2002
Plant Entitlement Fuel Source Energy Mix
Palo Verde 600 MW Nuclear 49% e . P
Newman 482 MW Natural Gas Mdzutaw Contracts
Rio Grande 246 MW Natural Gas 32% Ft. Bliss Army Alr Defense Center
- ~ Expires December 2008
Copper 68 MW Natural Gas . :
N Holloman Air Force Base
Four Corners 104 MW Coal 8% i Expires December 2005
] ) Purchased Power 'l % White Sands Missile Range
TOTAL 1,500 MW 188% Expires May 2009
A pilot wind project began operatfng in April 2001 with a capacity of 1.32 MW. ’
\
2001 Electric Utility Retail - |
Operating Revenues | i
{in millions 7 includes fuel) : 1L |
s Four Somers, 07 . New Mexico ‘
¢ : (400 Mites) ‘
. 34.49% 1 |
_——-—; : & ToAtuguergue. i S
) {\—\-112‘—;-;%;_‘27 B ’ | To Spricgervitle, A7 % Cludad Juzrez, ]\]]',m;o i
NPT ;o X a
~ 36.54% L N ]
) | ) !
, \‘ ‘»j Hottemen A73 O
1__, Public AuLhoritiés [ Residential ) ! § ""\ﬁ,¢ﬂ-, b
'|Z= Commercial & Ind. Large {221 Commercial & Ind. Small i &5 f‘ ?‘.
: § ] '
§ [ B

I
{125 Miles} i
|

New Mexico

Tones i

=i~ el City, TX
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Operating Statistics

Electric Utility Operating Revenues (in thousands):
Retail:
Residential
Commercial and Industrial, Small
Commercial and Industrial, Large
Sales to Public Authorities
Total Retail

\

Wholesale:
Sales for Resale
‘Economy Sales
Total Wholesale

Other
Total Operating Revenues

Rumber of Customers end of yean:
Residential
Commercial and Industrial, Small
Commercial and Industrial, Large
Other .
Total Customers

Energy Supplied, Net, MWh:
Generated
Purchased and Interchanged
Total Energy Supplied

Energy Sales, MWh:
Retail:
Residential
Commercial and Industrial, Small
Commercial and Industrial, Large
Sales to Public Authorities
Total Retail

Wholesale:
Sales for Resale
Economy Sales
Total Wholesale Sales
Total Energy Sales
Losses and Company Use
Total, Net

Native System:
Peak Load, MW
Net Generating Capacity for Peak, MW
Load Factor

Net Generating Casacity for Peak, MW

2001

$ 195,214
206,815
70,959

93.059

566,047

86,443

92452

178,895

9,582
S 754,524

276,200
28,573
- 140

4,308

309,221

8,181,836

951,359

033105

1,789,199
2,069,517
1,174,235

— L8521

- 6,218,472

1,460,383

929914

2,390,297

8,608,769
— 524,426
9,133,195

1,199
1,500
64.6%

1,425
1,500
64.1%

2000

S 184,769
192,895
65,687
86,957

530,308

70,162

- 84918

155,080

11,020

696,408

271,588
27,947
133

4,054

303,722

8,706,790
905770
___9612,560

1,767,928
2,026,768
1,142,163
1,177,883
6,114,742

1,282,540
1,714,288
2,996,828
9,111,570
- 500,990
9,612,560

1,159
1,500

65.4%

1,360
1,500
643%

1999

& 164,524
175,924
59,497

80,393

480,338

49,441

32523
81,964

6,076

S 568,378

266,627
27,274
124

3957

297,982

8,392,890

328,225

8,721,115

1,653,859
1,943,120
1,133,751

1,135,438

5,866,168

905,975

1,497,880

2,403,855
8,270,023

451,092
8,721,115

—_—

1,159
A 1,500
625%

1,287
1,500

62.9%

S 60039

1993

S 173,215
174,729
62,45(

82,360

492,754

82,39
20,167 |

3 102,563

5,076(c

260,35
26,39
11

3.86

T =y O 0

290,73

8,586,209
47839

9,064,49

=G 06

1,621,43
1,891,7G
1,314,42

1,120.63

" 5,048,23
l

1,757,8$0
. 888,708
© 2,646,588
8,594,809

469,685

9,064,494

[—TT="0e W o

1,167
1,500
63.1%

1,439

1o,
g

64.3%
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1997 1996(a) 1995 1994 1993 1992
S 172,917 S 163,742 S 140,799 S -149,321 S 144,365 $ 143,150
173,318 163,875 142,981 148,024 143,102 141,039
64,468 59,041 48,643 51,452 47,930 49,742
82,278 81,185 69,149 73,732 72,529 71,496
492,981 467.843 401,572 422,529 407 9_26 \ 405,427
83,448 93,737 90,246 102,304 126,187 108,985 .
10,612 11,032 6,681 5,672 3,078 4,982 !
94,060 104,769 96,927 107,976 129,265 113,967 i
4980 3.981 3,744 : 4‘,050 4433 3575
s 592,021 S 576,593 S 502.243 S 534,555 'S 541,624 S . 522,969
' 254,348 250,209 245,245 240,368 235,151 228,688
25,900 25,304 24,615 ° 23,857 23,338 22,883
115 102 89 80 - 74 68
3,811 3.711 - 3,674 M 3,470 3,395 3,251
284,174 279326 273,623 267,775 261,958 254,890
8,186,187 7,920,675 7,439,4Q4 7,018,423 6,625,162 7,330,004
: 617,651 : 711,791 584,853 1,051,251 1,416,172 589,288
8,803,838 8,632,466 . 8,024,257 8,069,674 8,041,334 7,919,292
1,587,733 1,545,274 1,473,349 1,500,426 1,424,935 1,395,387
1,834,953 1,779,986 1,754,176 1,72_1 736 1,616,434 1,555,047
1,271,449 1,216,941 1,121,329 1,092,028 872,477 911,750
1,090,312 1,110,706 1.068.048 1,081,850 1,034,231 997,483
5,784,447 5,652,907 5,416,902 5,396,040 4,948,077 - 4,859,667
1,897,885 1,753,553 1,646,357 ‘ 1,925,671 2,484,128 2,361,204
640,017 757,999 538,102 320,026 164,559 264,654
2,537,902 2,511,552 2,184,459 2,245,697 2,648,687 2,625,858
8,322,349 8,164,459 7,601,361 7,641,737 7,596,764 7,485,525
"481,489 468,007 422,896 427,937 444,570 433,767
8,803,838 8,632,466 8,024,257 8,069,674 ' 8,041,334 (b} 7,919,292 (b)
1,122 1,105 1,088 1,093 997 N 974 ’
1,500 1,500 1,500 1,497 1,497 1,497
64.0% 63.4% 61.6% 61.1% 62.1% 62.3%
§ Y “j
1,442 1,387 1,374 1,365 1,335 1,302
1,500 1,500 1,560 1,497 1,497 1,487
64.0% 64.2% 62.0% 63.7% 66.4% 66.4%
(a) Financial data is based on the results for the Predécessor Company for periods prior to February 11, 1996 and the Reorganized Company thereafter.

(b) Excludes unbilled MWh.
{c) Excludes MiraSol revenue of $1,430.
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Board of Directors

George W. Edwards, Ir.
Chairman of the Board

Retired in 1995. Prior to retirement,
President, CEO and Director of

Kansas City Southern Railway Company
Kansas City, MO

Wilson K. Cadman
Retired in 1992. Prior to retirement,
Chairman of the Board, President and
CEQ, Kansas Gas and Electric Company,
Wichita, KS and Vice Chairman of the

" Board of Western Resources, Inc.
Topeka, KS

James A. Cardwell

Chairman of the Board and CEQO
Petro Stopping Centers, LP
El Paso, TX'

James W. Cicconi

General Counsel and
Executive Vice President

Law and Government Affairs, ATET
Washington, D.C. ’

Ramiro Guzman
President

Ramiro Guzman & Associates
El Paso, TX

- James Haines

Vice Chairman of the Board

Retired in November 2001. Prior to retirement,
President and CEO, El Paso Electric Company
El Paso, TX i -

James W. Harris

Founder and President
Seneca Financial Group, Inc.
Greenwich, CT

Gary R. Hedrick - .
President and CEQ

El Pasc Electric Company
El Paso, TX

.@ﬁfé@m /

Gary R. Hedrick 7
President and Chief Executive Officer

Terry Bassham .
Executive Vice President, Chief Financial and
Administrative Officer

]. Frank Bates
Executive Vice President, Chief Operations
Officer
I
Raul A. Carrillo, Jr.
General Counsel

OV

i ..4.,“ /-'

it i%“ﬁ *

Seated left to right: Gary R. Hedrick, George W. Edwards, )r.

Standing left to right: lames A. Cardwell, Charles A. Yamarone, Stephen N. Wertheimer, Patricia Z. Holland-Branch,
Kenneth A Heitz, James W. Cicconi, Eric B. Siegel, Michael K. Parks, James W. Harris, Wilson K. Cadrman,

James Haines, Ramiro Guzman.

Kenneth A. Heitz
Partner

irell & Manella

Los Angeles, CA

Patricia Z. Holland-Branch

President, CEO and Owner
Facilities Connection, Inc.
El Paso, TX

Michael K. Parks
Managing Director

Trust Company of the West -
Los Angeles, CA.

Kathryn R. Hood

Treasurer
Helen Knopp N

Vice-President, Customer and Public Affairs

Kerry B. Lore
Controller

Robert C. McNiel
Vice President, New Mexico Affairs
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Shareholder Information

Securities and Records

The common stock of Ij:I Paso Electric is
traded on the American Stock Exchange.
The ticker symbo! is EE. |

EPE and The Bank of New York (BONY)
act as co-registrars for EPE's common
stock. BONY maintains all shareholder
records of EPE. o

Shareholder Services
Shareholders may obtain information
reiating to their share position, transfer
requirements, lost certificates, and other
related matters by telephoning BONY

* Shareholder Services at (800) 524-4458.
This service is available to all shareholders
Monday through Friday, ’
8am to8pm. ET

- Address Shareholder Inquiries to:
" The Bank of New York
Shareoymer Relations
Church Street Station
PO.Box 11258
New York, NY 10286-1258 -
Website:http.//Awww.stockbny.com
Sénd Certificates for Transfer
and Address Changes to:
The Bank of New York
Receive and Deliver Dept.
Church Street Station

PO. Box 11002
New York, NY 102861002
- " '\’3\
=
Maintenance crew | = / ‘
replaces street light in L~ =" _

Southeast El Paso -7 -
(1930s) <% - -

Form 10-K Report and
Shareholder Inquiries

A complete copy of EPE's Annual Report
and Form 10-K for the year ended o
December 31, 2001, which has been filed
with the Securities and Exchange
Commis'sion, including financial
statementsand financial statement

" schedules,-is available without charge

upon written request to:

Investor Relations

El Paso Electric

PO. Box 982

El Paso, TX 79960
Or Call; (800) 592-1634
E-mail: '
investor_relations@epelectric.com
Website:

’ May 9, 2002 at the Stanton Tower,

- be'solicited by the Board of Diréctors of

12001, were mailed on or about

http://ww.gpelectric.com \ L [

-
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Annual Meeting of
Sharefholders

The annual meeting of El Paso Electric's
shareholders will be held at 10 am.,
Mountain Daylight Time on Thursday,

100 N. Stanton: E! Paso, TX 79901 In

connection with the meeting, proxies will

EPE. A notice of meeting, together with a
proxy statement, a form of proxy, and the

Annual Report to Shareholders for

April 4, 2002 to shareholders of
record as of March 11, 2002. .
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History of &I Paso Electric

Line crews pose with vehbicles for department photo (1920s)

The Advent of Electricity

In 1901, the El Paso Electric
Railway Company opened for

business, delivering electricity

to a few hundred streetlights
and about 450 customers.
Owner Zach T. White, wanted
the electricity primarily to
transform his mule-drawn
streetcar business into an
electric streetcar business.
These streetcars carried
passengers between El Paso,
Texas and Judrez, Mexico.

In 1902, he retired the
mules for the latest in high-tech
transportation — electric
railcars. '

For the next two decades,
trolley service dominated the
company’s, business activities.
By 1920, it served 12,000
electric customers, carried
15 million trolley passengers a
year, and even ran a special
line out to the American
Smelting and Refining
Company. Industry was

~ growing, attracted by the easy
-availability of electric power.

So, in 1924, the El Paso
Electric Railway Company
made a strategic move, and
expanded its focus to the
generation and delivery of
electricity.

1920-19630

On December 24, 1924, a new
street lighting system to
illuminate El Paso’s business
district was turned on for the
first time. This event was
marked by a public celebration
in Pioneer Plaza. MayqQr R. M.
Dudley pressed a button that
caused the new lights to shine
brightly across downtown. A .
municipal Christmas tree
program was begun and the
lighting of the Christmas tree
in downtown El Paso became a
holiday tradition that
continues today.

People were becoming aware
that electricity could improve
the lives of everyone, not just
businesses and wealthy

customers. This awareness

sparked new interest in El Paso
Electric Railway Company's
electric lights. Because the
company dedicated more and
more of its efforts to producing
and distributing electricity, in
1925, the El Paso Electric
Railway Company changed its
“name to the El Paso Electric
Company (EPE}. That same
year, EPE was also granted
authorization to transact
business in New Mexico. Hatch
and Rincon, New Mexico, were
added to the system in 1928.
Four years later, EPE built the
Rio Grande Power Plant and
high voltage lines were erected
to serve Sierra Blanca and

“Van Horn, Texas.

1930-1940

The 1930s was a decade of
expansion for El Paso Electric.
As Las Cruces and other parts
of its New Mexico territory
grew, EPE began to sell power
up and down the Rio Grande
valley — from Hatch, New
Mexico to Van Horn, Texas and
even into Mexico. It operated
all the electric trolley and bus
services in El Paso, as well as
sightseeing tours, an ice
company, and two toll bridges.

Customer Service representative Yvonne Cabrales (2000)




El Pasoans conserved electricity during World
War 11 by lighting the streets with kerosene
lamps (1940s) , .

~

To keep up with all its new
customers, the company
switched from manual to
machine-generated billing — -
the latest in modern business
technology.

Agriculture was flourishing as
well. Electric pumping stations
made it possible to irrigate
. thousands more acres of
farmland, yielding greater .
harvests of cotton, fruits, and
vegetables.

1940-195090
In 1940, general business"
conditions rose sharply, due in
large part to the expansion of
Fort Bliss, which increased
personnel from 3,500 to 30,000
by July 1941. Phelps Dodge
Copper Refinery operated at
~near capacity as a result of an
_increased demand for copper.
American Smelting and
Refining Company also
experienced a profitable year.
- As the country geared up
for World War [, many EPE

employees joined the armed
services, and EPE made
special financial arrangements
for them as a patriotic gesture.
In 1943, EPE sold its

. transportation and bridge
properties and began focusing
strictly on the generation,
transmission and distribution
of electricity. Economically,
the city prospered during the
war years. Mining, smelting,
and refining industries had a
record year in 1944, and the
farming industry reached
$22 million in revenues, with’
cotton accounting for two-
thirds of the total crop value.

N

1950-1960

El Paso’s economy boomed
during the 1950s, too. In
response, EPE built a new.
30,000 kiloWatt turbo-
generator and boiler at the Rio

Grande Power Plant. EPE also

successfully negotiated a
three-year contract with
Mexico's Comisién Federal de
Electricidad to sell off-peak
power to Juarez, Mexico.

El'Paso’s economy still relied -

on cotton, copper, cattle, and
farming. The city further
benefited from the national
defense program. The Annual
-Report to Shareholders for
1953 noted that Fort Bliss,
William Beaumont Army
Hospital, Biggs Air Force Base,
and White Sands Proving
Ground (now known as White
Sands Missile Range) served
as the area’s greatest assets
and were among EPE’s largest
customers.
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By the end of the decade,
El Paso’s population was
290,000, and Juérez boasted

- 260,000. One-third of Juérez's

electrical requirements were
supplied-by EPE: Las Crdces’
population had reached 29,50Q.

1960-1970

The 1960s brought changes
such as the expansions at both

* Texas Western College (now
~ The University of Texas at El

_Paso) and New Mexico State
University in-Las Cruces, as
‘well as the remodeling of the
El Paso International Airport.

Through 1965, demand for

electricity grew at roughly twice -

the rate of the economy. The
fast pace could be attributed to
the development of electrical
appliances, the convenience of
electricity, and effective
marketing by electric utilities.

1970-1980

The early 1970s heralded
the beginning of what would
become the “energy crisis,”
and EPE immediately took

B0t s i

[~ ¥t

Meter reader Janet Hallsted, Las Cruces (2000)
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measures to confront the
problem by negotiating long-
term fuel contracts, increasing
fuel storage facilities, and
reviewing fuel mix procedures.
EPE also participated in
research and.development
programs for alternate forms

~ of energy production. In 1973,
EPE signed an agreement with
several other utilities to
participate in the Arizona
Nuclear Power Project. The
feasibility study for.the Palo
Verde Nuclear Generating
Station (PVNGS) began in
April 1970. The U.S. Nuclear
Regulatory Commission
granted a construction permit
in May 1976, and construction
on the first unit started soon
thereafter.

EPE was doing more than
searching for alternative forms
of energy during this decade.
In 1977, EPE formed a wholly-
_ owned subsidiary, known as
Franklin Land & Resources.
Originally formed for the
purpose of acquiring real
estate for possible power plant
sites, Franklin Land’s purpose
broadened in 1978.
Diversification became EPE's
focus in the next decade.

Mesilla Valley Electric Company truck (1900s) - B

subsidiaries. EPE
also put portions
of its interest in
PVNGS up for
sale. However,
by the mid-
1980s, EPE was
unable to sell any
of its interest in PVNGS.
“In 1989, EPE was forced to
lay off employees for the first
time in its history. Additionally,
EPE suspended the payment
of dividends to its.common
shareholders. The end of the
1980s also saw EPE discontinuing
all of its subsidiary operations.

1990-2001

The 1990s opened with
uncertainty and that uncertainty
grew when EPE filed for
bankruptcy in 1992. This was a
difficult period for EPE, but
thanks to the hard work of
dedicated employees who
continued to provide quality
service to customers, EPE was

- able to weather the storm and

emergé from bankruptcy in 1996
with a fresh start.

Change in the electric utility
industry is redefining EPE in
ways that are not yet fully
known, but change has been
part of EPE for over 100 years.
EPE has grown from 450
customers in 1901 to 309,000
customers in 2001. Generating
capacity has increased just as
dramatically in that-same time

. period, from 500 kW to 1.5

million kW. EPE continues to

. transform itself to meet the

1980-1990

El Paso Electric gréw as it
diversified through its

needs of its customers.
EPE has entered the 21st
century as a flexible, forward-

thinking energy company
dedicated to its customers,
shareholders, and employees.

The little company that
Zach White started in 1901 has
grown and changed, and has
made great strides in providing
its customers with safe, reliable
energy. Along the way, it has
also worked to maintain the
highest standards of quality
service.

EPE and its employees are
committed to meeting the future
with the same enthusiasm,
dedication, leadership, and
vision that marked the company's
first one hundred years.

El Paso Electric — celebrating
a century of progress...and a
future of energy. '
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Line crews work on EPE distribution lines (2000)
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DEFINITIONS

The following abbreviations, acronyms or defined terms used in this report are defined below:

Abbreviations,
Acronyms or Defined Terms

ANPP Participation Agreement.................

DOE

Las Cruces .veeeeeeeeeeiiiiciieeierereeeeeeeeeenerennes
MIraSol...cuieiiiieiei i

New Mexico Restructuring Law.............
New Mexico Settlement Agreement..........

NRC

Texas Rate Stipulation ........ccooovcveininenne.

Texas Restructuring Law ...

Texas Settlement Agreement....................

Terms-

Arizona Nuclear Power Project Participation Agreement dated August 23,
1973, as amended

Arizona Public Service Company

Comision Federal de Electricidad de Mexico, the national electric utility of
Mexico

Facilities at or related to Palo Verde that are common to all three
Palo Verde units

El Paso Electric Company

United States Department of Energy

The Company's Energy Services Business Group

Federal Energy Regulatory Commission

Four Corners Generating Station

Ten-year period beginning August 2, 1995, during which base rates for most
Texas retail customers are expected to remain frozen pursuant to the
Texas Rate Stipulation '

Imperial Irrigation District, an irrigation district in southern California

Kilovolt(s)

Kilowatt(s)

Kilowatt-hour(s) .

City of Las Cruces, New Mexico

MiraSol Energy Services, Inc., a wholly-owned subsidiary of the Company

Megawatt(s)

Megawatt-hour(s),

New Mexico Public Utility Commission or its successor, New Mexico Public
Regulation Commission

Case No. 3606 and Case No. 3737. An agreement between the Company
and involved New Mexico parties to reinitiate a Fuel and Purchased
Powecr1 Cost Adjustment Clause and freeze base rates for a two-year
period.

New Mexico Electric Utility Industry Restructuring Act of 1999

Stipulation and Settlement Agreement in Case No. 2722, between the

ompany, the New Mexico Attorney General, the New Mexico

Commission staff and most other parties to the Company's rate
proceedings, excluding Las Cruces, before the New Mexico Commission
providing for a 30-month moratorium on rate increases or decreases and
other matters

Nuclear Regulatory Commission

Palo Verde Nuclear Generating Station

Those utilities who share in power and energy entitlements, and bear certain
allocated costs, with respect to Palo Verde pursuant to the ANPP
Participation Agreement

Public Service Company of New Mexico

Statement of Financial Accounting Standards

Southwestern Public Service Company

Tucson Electric Power Company

Public Utility Commission of Texas

Texas Docket No. 23530. An agreement between the Company, the City of
El Paso and various parties whereby the Company increased its fuel
factors, implemented a fuel surcharge and revised its Palo Verde Nuclear
Generating Station performance standards calculation.

Sti%ulation and Settlement Agreement in Texas Docket 12700, between the

ompany, the City of El Paso, the Texas Office of Public Utility Counsel

and most other parties to the Company's rate proceedings before the
Texas Commission providing for a ten-year rate freeze and other matters

Texas Public Utility EE{egulatory Act Chapter 39, Restructuring of the
Electric Utility Industry

Settlement Agreement in Texas Docket 20450, between the Company, the
City of ElPaso and various parties providing for a reduction of the
Company's jurisdictional base revenue and other matters

Texas-New Mexico Power Company

1)
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PART I
Itemn 1. DBusimess
Gemneral

El Paso Electric Company 1s a public utility engaged in the generation, transmission and
distribution of electricity in an area of approximately 10,000 square miles in west Texas and southern
New Mexico. The Company also serves wholesale customers in. Texas, New Mexico, California and
Mexico and through its subsidiary, MiraSol Energy Services, Inc., offers a variety of services to reduce
energy use and/or lower energy costs. The Company owns or has significant ownership interests in six
electrical generating facilities providing it with a total capacity of approximately 1,500 MW. For the
year ended December 31, 2001, the Company's energy sources consisted of approximately 49% nuclear
fuel, 32% natural gas, 8% coal, 11% purchased power and less than 1% generated by wind turbines.

The Company serves approximately 309,000 residential, commercial, industrial and wholesale
customers. The Company distributes electricity to retail customers principally in El Paso, Texas and
Las Cruces, New Mexico (representing approximately 532% and 7%, respectively, of the Company's
electric utility operating revenues for the year ended December 31, 2001). In addition, the Company's
wholesale sales include sales for resale to the Imperial Irrigation District, Texas-New Mexico Power
Company and the Comision Federal de Electricidad de Mexico, as well as sales to power marketers and
other electric utilities. Principal industrial and other large customers of the Company include steel
production, copper and oil refining, and United States military installations, including the United States
Army Air Defense Center at Fort Bliss in Texas and White Sands Missile Range and Holloman
Air Force Base in New Mexico.

The Company's principal offices are located at the Stanton Tower, 100 North Stanton, El Paso,
Texas 79901 (telephone 915-543-5711). The Company was incorporated in Texas in 1901. *As of
March 11, 2002, the Company had approximately 1,000 employees, 31% of whom are covered by a
collective bargaining agreement.

Facilities
The Company's net installed generating capacity of approximately 1,500 MW consists of
approximately 600 MW from Palo Verde Units 1, 2 and 3, 482 MW from its Newman Power Station,
246 MW from its Rio Grande Power Station, 104 MW from Four Corners Units 4 and 5, 68 MW from
its Copper Power Station and 1.32 MW from Hueco Mountain Wind Ranch.

Palo Verde Station

The Company owns a 15.8% interest in each of the three nuclear generating units and Common
Facilities at Palo Verde, located 50 miles west of Phoenix, Arizona. The Palo Verde Participants
include the Company and six other utilities: APS, Southern California Edison Company, PNM,
Southern California Public Power Authority, Salt River Project Agricultural Improvement and Power

District and the Los Angeles Department of Water and Power. APS serves as operating agent for
Palo Verde.




The NRC has granted facility operating licenses and full power operating licenses for Palo Verde
Units 1, 2 and 3, which expire in 2024, 2025 and 2027, respectively. In addition, the Company is
separately licensed by the NRC to own 1ts proportionate share of Palo Verde.

Pursuant to the ANPP Participation Agreement, the Palo Verde Participants share costs and
generating entitlements in the same proportion as their percentage interests in the generating units, and
each participant is required to fund its proportionate share of fuel, other operations, maintenance and
capital costs. The ANPP Participation Agreement provides that if a participant fails to meet its payment

obligations, each non-defaulting participant shall pay its proportionate share of the payments owed by
the defaulting participant.

Decommissioning. Pursuant to the ANPP Participation Agreement and federal law, the Company
must fund its share of the estimated costs to decommission Palo Verde Units 1, 2 and 3, including the
Common Facilities, over their estimated useful lives of 40 years (to 2024, 2025 and 2027, respectively).
The Company's funding requirements are determined pericdically based upon engineering cost
estimates performed by outside engineers retained by APS.

In December 2001, the Palo Verde Participants received a preliminary version of the 2001
decommissioning study. The 2001 preliminary study determined that the Company will have to fund
approximately $312.2 million (stated in 2001 dollars) to cover its share of decommissioning costs. The
previous cost estimate from a 1998 study determined that the Company would have to fund
approximately $280.5 million (stated in 1998 dollars). The 2001 estimate reflects a 11.3% increase from
the 1998 estimate primarily due to increases in estimated costs for site restoration at each unit, spent fuel
storage after operations have ceased and for the Unit 2 steam generator storage. The Company
anticipates Palo Verde Participant approval of the 2001 preliminary study in the second quarter of 2002
with no significant changes. See "Spent Fuel Storage” below.

Although the 2001 preliminary study was based on the latest available information, there can be
no assurance that decommissioning cost estimates will not continue to increase in the future or that
regulatory requirements will not change. In addition, until a new low-level radioactive waste repository
opens and operates for a number of years, estimates of the cost to dispose of low-level radioactive waste
are subject to significant uncertainty. The decommissioning study is updated every three years and a
new study is expected to be completed in 2004. See "Disposal of Low-Level Radioactive Waste" below.

Historically, regulated utilities such as the Company have been permitted to collect in rates the
costs of nuclear decommissioning. Under deregulation legislation in both Texas and New Mexico, the
Company expects to continue to be able to collect from customers the costs of decommissioning. The
collection mechanism in both states will be a "non-bypassable wires charge" through which all
customers, even those who choose to purchase energy from a supplier other than the Company, will pay
a fee to the Company's electric distribution subsidiary. The amount of this fee will be approved by the
Texas and New Mexico Commissions and will cover decommissioning, among other things. In the
Company's case, the fee will begin to be collected in Texas following the end of the Freeze Period in
August 2005 and in New Mexico in 2007, which is the current date for the beginning of retail
deregulation. See "Regulation — Texas Regulatory Matters — Deregulation™ for further discussion.
While the Company is entitled to collect decommissioning costs in full under Texas law, there is some
uncertainty in New Mexico as to the ability to collect 100% of such costs. See "Regulation —
New Mexico Regulatory Matters."




Spent Fuel Storage. The spent fuel storage facilities at Palo Verde will have sufficient capacity to
store all fuel expected to be discharged from normal operation of all three Palo Verde units through
2003. Alternative on-site storage facilities are currently being constructed to supplement existing
facilities. Spent fuel will be removed from the original facilities as necessary and placed in special
storage casks which will be stored at the new facilities until accepted by the DOE for permanent
disposal. The alternative facilities will be built in stages to accommodate casks on an as needed basis and
are expected to be available for use by the end of 2002. APS believes that spent fuel storage or disposal
methods will be ‘available for use by Palo Verde to allow its continued operation through the term of the
operating license for each Palo Verde unit.

Pursuant to the Nuclear Waste Policy Act of 1682, as amended in 1987 (the "Waste Act”), the
DOE is legally obligated to accept and dispose of all spent nuclear fuel and other high-level radioactive
waste generated by all domestic power reactors. In accordance with the Waste Act, the DOE entered
into a spent nuclear fuel contract with the Company and all other Palo Verde Participants. In
November 1989, the DOE reported that its spent nuclear fuel disposal facilities would not be in
operation until 2010. Subsequent judicial decisions required the DOL to start accepting spent nuclear
fuel by January 31, 1998. The DOE did not meet that deadline, and the Company cannot currently
predict when spent fuel shipments to the DOE's permanent disposal site will commence.

In July 1998, APS filed, on behalf of all Palo Verde Participants, a petition for review with the
United States Court of Appeals for the District of Columbia Circuit seeking confirmation that findings
by the Circuit Court in a prior case brought by Northern States Power regarding the DOE's failure to
comply with its obligation to begin accepting spent nuclear fuel would apply to all spent nuclear fuel
contract holders. The Circuit Court held APS' petition in abeyance pending the United States Supreme
Court's decision to review the Northern States Power case. In November 1998, the Supreme Court
denied review of this case. The Circuit Court subsequently dismissed APS' petition after the Circuit
Court issued clarifying orders essentially granting the relief sought by APS. APS is monitoring pending
litigation between the DOE and other nuclear operators before initiating further legal proceedings or
other procedural measures on behalf of the Palo Verde Participants to enforce the DOE's statutory and
contractual obligations. The Company is unable to predict the outcome of these matters at this time.

The Company expects to incur significant on-site spent fuel storage costs during the life of
Palo Verde that the Company believes are the responsibility of the DOE. These costs will be expensed
as incurred until an agreement is reached with the DOE for recovery of these costs. However, the
Company cannot predict when, if ever, these additional costs will be recovered from the DOE.

Disposal of Low-Level Radwactwe Waste. Congress has established requirements for the disposal by
each state of low-level radioactive waste generated within its borders. Arizona, California, North Dakota
and South Dakota have entered into a compact (the "Southwestern Compact”) for the disposal of
low-level radioactive waste. California will act as the first host state of the Southwestern Compact, and
Arizona will serve as the second host state. The construction and opening of the California low-level
radioactive waste disposal site in Ward Valley has been delayed due to extensive public hearings,
disputes over environmental issues and review of technical issues related to the proposed site. Palo Verde
is projected to undergo decommissioning during the period in which Arizona will act as host for the
Southwestern Compact. However, the opposition, delays, uncertainty and costs experienced in
California demonstrate possible roadblocks that may be encountered when Arizona seeks to open its
own waste repository. APS currently believes that interim low-level waste storage methods are or will be




available for use by Palo Verde to allow its continued operation and to safely store low-level waste until a
permanent disposal facility is available.

Steam Generators. Palo Verde has experienced some degradation in the steam generator tubes of
each unit. APS has undertaken an ongoing investigation and analysis and has performed corrective
actions designed to mitigate further degradation. Corrective actions have included changes in
operational procedures designed to lower the operating temperatures of the units, chemical cleaning and
the implementation of other technical improvements. APS believes its remedial actions have slowed the
rate of tube degradation.

The projected service lives of the units' steam generators are reassessed by APS periodically in
conjunction with inspections made during scheduled outages of the Palo Verde units. In
December 1999, the Palo Verde Participants unanimously approved installation of new steam
generators in Unit 2. This decision was based on an analysis of the net economic benefit from expected
improved performance of the unit and the need to realize continued production from that unit over its
full licensed life. APS has advised the Company that the fabrication of Unit 2 steam generators is
proceeding on schedule, with plans to install the replacement steam generators at Unit 2 during the fall
2003 refueling outage. The Company's portion of total costs associated with construction and installation
of new steam generators in Unit 2 is currently estimated not to exceed $45 million, including
approximately $4.9 million of replacement power costs.

Recently, APS discovered potential accelerated degradation in the tubes in Units 1 and 3 and has
tentatively concluded that it may be economically desirable to replace the steam generators at those
units. While the economic analysis is not yet complete, and a final determination of whether Units 1 and
3 will require steam generator replacement to operate over their full licensed lives has not yet been
made, the Company and the other participants have approved the expenditure of $25.6 million (the
Company's portion being $4.04 million) in 2002 to procure long lead time materials for fabrication of a
spare set of steam generators for either Unit 1 or 3. The Company also anticipates a request from APS
in the summer of 2002 for approval to spend up to $70.0 million (the Company's portion being
$11.0 million) for the fabrication of one spare set of steam generators to be used in either Unit 1 or 3.
These actions will provide the Palo Verde participants an option to replace the steam generators at
either Unit 1 or 3 as early as fall 2005, should they ultimately choose to do so.

If the participants decide to proceed with steam generator replacement at both Units 1 and 3,
APS has estimated that the Company's portion of the fabrication and installation costs and associated
power uprate modifications would range from $72.0 to $80.0 million over the next six years. The
Company expects its portion would be funded with internally generated cash. Any such replacements
would also require the unanimous approval of the Palo Verde participants.

The Texas Rate Stipulation precludes the Company from seeking a rate increase to recover
additional capital costs incurred at Palo Verde during the Freeze Period. The Company may request
recovery of a portion of these costs through regulated rates in New Mexico. See "Regulation —
New Mexico Regulatory Matters” for further discussion. Finally, the Company cannot assure that it will
be able to recover these capital costs through its wholesale power rates or its competitive retail rates that
become applicable after the start of competition. See also Part II, Item 7, "Management's Discussion and
Analysis of Financial Condition and Results of Operations — Overview."




Liability and Insurance Matters. In 1957, Congress enacted the Price-Anderson Act as an
amendment to the Atomic Energy Act to provide a system of financial protection for persons who may
be injured and persons who may be liable for a nuclear incident. The amount of DOE indemnification
currently available under the act is $9.43 billion. Additionally, the Palo Verde Participants have public
liability insurance against nuclear energy hazards up to the full limit of liability under the Price-
Anderson Act. The insurance consists of $200 million of primary lability insurance provided by
commercial insurance carriers, with the balance being provided by an industry-wide retrospective
assessment program, pursuant to which industry participants would be required to pay a retrospective
assessment to cover any loss in excess of $200 million. Effective August 1998, the maximum
retrospective assessment per reactor for each nuclear incident is approximately $88.1 million, subject to
an annual limit of $§10 million per incident. Based upon the Company's 15.8% interest in Palo Verde,
the Company's maximum potential retrospective assessment per incident is approximately $41.8 million
for all three units with an annual payment limitation of approximately $4.7 million.

The Price-Anderson Act was amended in 1988 to extend its term until August 1, 2002. On that
date, the DOE's authority to provide DOE indemnification in a contract will expire. Accordingly, if the
Price-Anderson Act is not extended, the DOE indemnification will not cover activity under any contract
entered into after August 1, 2002. That expiration will not affect activity under a contract in effect on
that date. In November 2001, the U.S. House of Representatives voted in favor of reauthorization of the
Price-Anderson Act. The measure, H.R. 2983, extends Price-Anderson coverage for an additional

fifteen years. The U.S. Senate could take up the measure early in the second session of the-
107th Congress.

The Palo Verde Participants maintain "all risk” (including nuclear hazards) insurance for damage
to, and decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a
substantial portion of which must first be applied to stabilization and decontamination. Finally, the
Company has obtained insurance against a portion of any increased cost of generation or purchased
power which may result from an accidental outage of any of the three Palo Verde units if the outage
exceeds 12 weeks.

Newman Power Station

The Company's Newman Power Station, located in El Paso, Texas, consists of three steam-
electric generating units and one combined cycle generating unit, with an aggregate capacity of
482 MW. The units operate primarily on natural gas, but can also operate on fuel oil.

Rio Grande Power Station

The Company's Rio Grande Power Station, located in Sunland Park, New Mexico, adjacent to
El Paso, Texas, consists of three steam-electric generating units with an aggregate capacity of 246 MW.
The units operate primarily on natural gas, but can also operate on fuel oil.

Four Corners Statiomn

The Company owns a 7% interest, or approximately 104 MW, in Units 4 and 5 at Four Corners,
located in northwestern New Mexico. The two coal-fired generating units each have a total generating
capacity of 739 MW. The Company shares power entitlements and certain allocated costs of the two
units with APS (the Four Corners operating agent) and the other participants.
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Four Corners is located on land held on easements from the federal government and a lease from
the Navajo Nation that expires in 2016. Certain of the facilities associated with Four Corners, including
transmission lines and almost all of the contracted coal sources, are also located on Navajo land. Units 4
and 5 are located adjacent to a surface-mined supply of coal.

Copper Power Station

The Company's Copper Power Station, located in El Paso, Texas, consists of a 68 MW
combustion turbine used primarily toc meet peak demands. The unit operates primarily on natural gas,
but can also operate on fuel oil. The Company leases the combustion turbine and other generation

equipment at the station under a lease that expires in July 2005, with an extension option for two
additional years.

Hueco Mountain Wind Ranch

The Company's Hueco Mountain Wind Ranch, located in Hudspeth County, east of El Paso

County and adjacent to Horizon City, currently consists of two wind turbines with a total capacity of
1.32 MW.

Transmission and Distribution Lines and Agreememnts

The Company owns or has significant ownership interests in four major 345 kV transmission
lines, three 500 kV lines in Arizona, and owns the distribution network within its retail service area. The
Company is also a party to various transmission and power exchange agreements that, together with its
owned transmission lines, enable the Company to obtain its energy entitlements from its remote
generation sources at Palo Verde and Four Corners. Pursuant to standards established by the North
American Electric Reliability Council, the Company operates its transmission system in a way that

allows it to maintain complete system integrity in the event of any one of these transmission lines being
out of service.

Springerville-Diablo Line. The Company owns a 310-mile, 345 kV transmission line from TEP's
Springerville Generating Plant near Springerville, Arizona, to the Luna Substation near Deming,
New Mexico, and to the Diablo Substation near Sunland Park, New Mexico, providing an
interconnection with TEP for delivery of the Company's generation entitlements from Palo Verde and, if
necessary, Four Corners.

Arrgyo-West Mesa Line. The Company owns a 202-mile, 345 kV transmission line from the Arroyo
Substation located near Las Cruces, New Mexico, to PNM's West Mesa Substation located near
Albuquerque, New Mexico. This is the primary delivery point for the Company's generation
entitlement from Four Corners, which is transmitted to the West Mesa Substation over approximately
150 miles of transmission lines owned by PNM.

Greenlee-Newman Line. As a participant in the Southwest New Mexico Transmission Project
Participation Agreement, the Company owns 40% of a 60-mile, 345 kV transmission line from TEP's
Greenlee Substation in Arizona to the Hidalgo Substation near Lordsburg, New Mexico, 57.2% of a
50-mile, 345 kV transmission line between the Hidalgo Substation and the Luna Substation near
Deming, New Mexico, and 100% of an 86-mile, 345 kV transmission line between the Luna Substation
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and the Newman Power Station. These lines provide an interconnection with TEP for delivery of the
Company's entitlements from Palo Verde and, if necessary, Four Corners.

AMRAD-Fddy County Line. The Company owns 66.7% of a 125-mile, 345 kV transmission line
from the AMRAD Substation near Oro Grande, New Mexico, to the Company's and TNP's high
voltage direct current terminal at the Eddy County Substation near Artesia, New Mexico. This terminal
enables the Company to connect its transmission system to that of SPS, providing the Company with
access to emergency power from SPS and power markets to the east.

Palo Verde Transmission and Switchyard. 'The Company owns 18.7% of two 45-mile, 500 kV lines
from Palo Verde to the Westwing Substation and a 75-mile, 500 kV line from Palo Verde to the Kyrene
Substation. These lines provide the Company with a transmission path for delivery of power from Palo
Verde. The Company will also own 18.7% of a new 500 kV switchyard that is under construction
adjacent to the southern edge of the Palo Verde 500 kV switchyard. This new switchyard is being built
to accommodate the addition of new generation and transmission in the Palo Verde area and will
intersect with the Company's Kyrene 500 kV transmission line. The construction cost of the new
switchyard will be paid by certain third-party users.

Envireommental Matters

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters by federal, state, tribal and local authorities. Those authorities
govern current facility operations and exercise continuing jurisdiction over facility modifications.
Environmental regulations can change rapidly and are difficult to predict. Substantial expenditures may
be required to comply with these regulations. The Company analyzes the costs of its obligations arising
from environmental matters on an ongoing basis, and management believes it has made adequate
provision 1n its financial statements to meet such obligations. Currently, the Company has provision for
environmental remediation obligations of approximately $0.6 million. However, unforeseen expenses
associated with compliance could have a material adverse effect on the future operations and financial
condition of the Company.




Construction Program

Utility construction expenditures reflected in the following table consist primarily of expanding
and updating the transmission and distribution systems and the cost of capital improvements and
replacements at Palo Verde and other generating facilities, including the replacement of the Palo Verde
Unit 2 steam generators and long lead time materials for one additional set of steam generators. APS has
estimated that if approved by the Palo Verde Participants, the Company's share of additional costs for
the replacement of steam generators and power uprate modifications for Palo Verde Units 1 and 3
would range from $72.0 to $80.0 million for the period 2002 through 2007. Replacement power costs
expected to be incurred during replacements of Palo Verde steam generators are not included in
construction costs. The Company is also evaluating the future need for additional generation resources
by 2006. Estimates for the addition of a new generating unit from 2002 through 2006 is approximately
$61.0 million. No final plan, however, for a new generation source has been adopted.

The Company's estimated cash construction costs for 2002 through 2003 are approximately
$270 million. Actual costs may vary from the construction program estimates shown. Such estimates
are reviewed and updated periodically to reflect changed conditions.

By Year (1)(2) By Function (2)
(Im millions) (In millions)
2002 o § 75 Production (1)....ccccovueenuennnen. $ 94
2003 oo 73 Transmission......cccceeeveveeee... 16
2004 o 64 Distribution.........ccccovvevveeennn, 110
2005 v 58  General ...ccccoovvveiiniciiinncann, 50
Total..oerrieriiriiiiinn. § 270 Totaloriieeecieiiniieeen, 8§ 270

1) Does not include acquisition costs for nuclear fuel. See "Ener Sources —
q gy
Nuclear Fuel."

(2) Does not include possible costs for replacement of Units 1 and 3 steam
generators or additional generation.

Energy Sources

Gemeral

The following table summarizes the percentage contribution of nuclear fuel, natural gas, coal
and purchased power to the total kWh energy mix of the Company. Energy generated by wind turbines
accounted for less than 1% of the total kWh energy mix.

Years Ended December 31,

Power Source 2001 2000 1999
Nuclear fuel ... 49% 50% 55%
Natural gas.......ccovviiiiiiii 32 33 33
Q0@ .o 8 8 8
Purchased pOWer.......ccccoiiiiiniiiiiniiieiiic e 11 9 4
Total (oo 100% 100% 100%




Allocated fuel and purchased power costs are generally passed through directly to customers in
Texas and New Mexico pursuant to applicable regulations. Historical fuel costs and revenues are
reconciled periodically in proceedings before the Texas and New Mexico Commissions to determine
whether a refund or surcharge based on such historical costs and revenues is necessary. However, from
October 1998 to June 2001, the Company's New Mexico fixed fuel factor had been incorporated into its
frozen base rates pursuant to the New Mexico Settlement Agreement. Therefore, there were no fuel
reconciliation filings before the New Mexico Commission during that time period. See "Regulation —
Texas Regulatory Matters™ and "— New Mexico Regulatory Matters."

Nuclear Fuel

The nuclear fuel cycle for Palo Verde consists of the following stages: the mining and milling of
uranium ore to produce uranium concentrates; the conversion of the uranium concentrates to uranium
hexaflouride; the enrichment of uranium hexaflouride; the fabrication of fuel assemblies; the utilization
of the fuel assemblies in the reactors; and the storage and disposal of the spent fuel. The Palo Verde
Participants have contracts for uranium concentrates anticipated to be sufficient to meet 100% of Palo
Verde's operational requirements in 2002 and 67% in 2003. Spot purchases on the uranium market will
be made, as appropriate, for any uranium concentrates that may not be obtained through these
contracts. The Palo Verde Participants also have contracts in place for conversion and enrichment
services to meet all of the plant requirements in 2002 and 2003. The Palo Verde Participants have a
new enrichment uranium product contract that will furnish up to 100% of Palo Verde's operational
requirements for uranium concentrates, conversion services and enrichment services from 2004 through
2008. This contract could also provide 100% of enrichment services in 2009 and 2010. The Palo Verde
Participants have contracts for fuel assembly fabrication services through 2015 for each Palo Verde unit.

Nuclear Fuel Financing. Pursuant to the ANPP Participation Agreement, the Company owns an
undivided interest in nuclear fuel purchased in connection with Palo Verde. The Company has
available a total of $100 million under a revolving credit facility that provides for both working capital
and up to 870 million for the financing of nuclear fuel. At December 31, 2001, approximately
$48.3 million had been drawn to finance nuclear fuel. This financing is accomplished through a trust
that borrows under the facility to acquire and process the nuclear fuel. The Company is obligated to
repay the trust's borrowings with interest and has secured this obligation with First Mortgage Collateral
Series Bonds. In the Company's financial statements, the assets and liabilities of the trust are reported as
assets and liabilities of the Company.

Natural Gas

The Company manages its natural gas requirements through a combination of long-term
contracts and market purchases. In 2001, the Company's natural gas requirements at the Rio Grande
Power Station were met with both short-term and long-term natural gas purchases from various
suppliers. Interstate gas is delivered under a firm transportation agreement which expires in 2005. The
Company anticipates it will continue to purchase natural gas at market prices on a monthly basis for a
portion of the fuel needs for the Rio Grande Power Station for the near term. To complement those
monthly purchases in 2002, the Company has entered into a one-year and a two-year fixed-price gas
supply contract. The Company will continue to evaluate the availability of short-term natural gas
supplies versus long-term supplies to maintain a reliable and economical supply for the Rio Grande
Power Station.




In 2001, natural gas for the Newman and Copper Power Stations was supplied primarily
pursuant to an intrastate natural gas contract that became effective January 1, 1997. However, the
vendor has given the Company a notice of termination of the current contract effective December 2002
and indicated its desire to negotiate a new agreement. The Company is currently negotiating a new
contract with its current vendor and evaluating other options including use of its interstate pipeline
supply for 2003 and beyond. Based upon pipeline capacity and natural gas availability, the Company
believes that a new contract which meets the Company's needs will be negotiated and effective January
2003. The Company will also continue to evaluate short-term natural gas supplies toc maintain a reliable
and economical supply for the Newman and Copper Power Stations.

Coal

APS, as operating agent for Four Corners, purchases Four Corners' coal requirements from a
supplier with a long-term lease of coal reserves owned by the Navajo Nation. The lease expires in 2004
and can be extended for an additional 15 years. Based upon information from APS, the Company
believes that Four Corners has sufficient reserves of coal to meet the plant's operational requirements for
its useful life.

Purchased Power

To supplement its own generation and operating reserves, the Company engages in firm and
non-firm power purchase arrangements which may vary in duration and amount based on evaluation of
the Company's resource needs and the economics of the transactions. For 2001, the Company
purchased 60 MW of firm on-peak energy for June through September at the Palo Verde switchyard. In
addition, the Company purchased monthly 103 MW of firm on-peak block energy. Other purchases of
shorter duration were made primarily to replace the Company's generation rescurces during planned
and unplanned outages.

As of March 11, 2002, the Company had entered into the following agreements with
counterparties for forward fixed price firm purchases of electricity:

Type of Contract Quamntity Term

On-peak 128 MW (1) 2002

On-peak 25 MW April through October 2002
On-peak 60 MW June through September 2002
On-peak 103 MW (1) 2003 through 2005

(1) Portions of these contracts include fuel adjustment clauses.

Enron Power Marketing, Inc. ("Enron") is a counterparty to 30 MW of the 128 MW firm
purchases for 2002. If Enron fails to perform under that contract, the Company believes that it will be
able to obtain replacement power at prices lower than those payable to Enron under the contract. Enron
is also the counterparty to the 60 MW contract for June through September 2002; however, this contract
is fully offset by a 60 MW sale to Enron for the same price and time period. See "Power Sales
Contracts." ‘
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Operating Statistics

Years Ended December 31,

2001 2000 1999
Electric utility operating revenues (in thousands):
Retail:
Residential .....coeveieeeeieeeeeceeee ettt $ 195214 $ 184,769 $ 164,524
Commercial and industrial, small ........ccccoovievniiennnnn. 206,815 192,895 175,924
Commercial and industrial, [arge.....c.ccooovevvcerinennnennn, 70,959 65,687 59,497
Sales to public authorities .......cccuveiivinccnicininen, 93.059 86,957 80,393
Total retail....ccoceiiiiiciciin e 566,047 530,308 480,338
Wholesale: .
Sales for resale o 86,443 70,162 49,441
Economy sales......ococvimiieiiiniininiennenenienn 92,452 84,918 32,523
Total wholesale.........ccccoivininniiicii e, 178,895 155,080 81,964
OHRET ettt ettt eae e e e 9,582 11,020 6,076
Total electric utility operating revenues................ § 754524 8 696,408 $ 568378
Number of customers (end of year):
Residential ..o 276,200 271,588 266,627
Commercial and industrial, small...........coooeiiiiiveeiiiic i, - 28,573 27,947 27,274
Commercial and industrial, large ......c.occooviieinininincnnee, 140 133 124
L0 11T SO ST RSO UU RO OUPRUP PR 4,308 4,054 3.957
Total e 309,221 303,722 297,982
Average annual kWh use per residential customer..........o.oeeee.n. 6,529 6.553 6,268
Energy supplied, net, kWh (in thousands):
GeNETAtEd .veviiieeiiereieeiiett et e et 8,183,713 8,706,790 8,392,890
Purchased and interchanged.......c..cccovviinninineinces 951,359 905,770 328,225
Total ot e 9,135,072 9,612,560 8,721,115
Energy sales, kWh (in thousands):
Retail:
Residential .uocviieiiiririeie e et v 1,789,199 1,767,928 1,653,859
Commercial and industrial, small ......cccooonieiinierinennne. 2,069,517 2,026,768 1,943,120
Commercial and industrial, large ..o 1,174,235 1,142,163 1,133,751
Sales to public authOrities .....ovviivererieerirencenen e 1,185,521 _ 1,177,883 1,135,438
Total retail ... 6,218,472 _6.114,742 5,866,168
Wholesale:
Sales for resale ..o 1,460,383 1,282,540 905,975
Economy Sales......cciiieeniniiieccciices e 9290914 1,714,288 1,497.880
Total wholesale.....covieiiiieii e, 2,390.297 2,996,828 2,403,855
Total energy sales.......ccvveiiiniciiiiin i 8,608,769 9,111,570 8,270,023
Losses and Company Us€ ....c.cvvevviieirnrccninrere e scsens 526,303 500,990 451,092
Total . 9,135,072 9,612,560 8,721,115
Native system:
Peak load, kW ..ot 1,199,000 1,159,000 1,159,000
Net generating capacity for peak, kW......ccocoovireiiinnene, 1,500,000 1,500,000 1,500,000
Load fACTOT .. cvviirerciriinrer ettt et e nes 64.6% 65.4% 62.5 %
Total system: ‘
Peak load, kW ..o 1,425,000 1,360,000 1,287,000
Net generating capacity for peak, kW.......ccocoriiiinvinnnnne 1,500,000 1,500,000 1,500,000
Load factor. ... 64.1% 64.3% 62.9 %




Regullation
General

In 1999, both Texas and New Mexico enacted electric utility industry restructuring laws
requiring competition in certain functions of the industry and ultimately in the Company's service area.
Competition in New Mexico was scheduled to begin on January 1, 2002 under the New Mexico
Restructuring Law. On March 8, 2001, however, the New Mexico Restructuring Law was amended to
delay the start of competition for five years until January 1, 2007. Under the Texas Restructuring Law,

the Company's Texas service area is exempt from competition until the expiration of the Freeze Period
in August 2005.

The Company continues to work to become more competitive in response to these restructuring
laws and to other regulatory, economic and technological changes occurring throughout the industry.
Deregulation of the production of electricity and related services and increasing customer demand for
lower priced electricity and other energy services have accelerated the industry's movement toward more
competitive pricing and cost structures. Those competitive pressures could result in the loss of customers
and diminish the ability of the Company to fully recover its investment in generation assets. In January
2002, competition was initiated in most parts of Texas. As a result, the Company may face increasing
pressure on its retail rates and its rate freeze under the Texas Rate Stipulation. The Company's results
of operations and cash flows may be adversely affected if it cannot maintain its current retail rates.

Texas Regulatory Matters

The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission. The largest municipality in the
Company's service area is the City of El Paso. The Texas Commission has exclusive appellate
jurisdiction to review municipal orders and ordinances regarding rates and services in Texas and
jurisdiction over certain other activities of the Company. The decisions of the Texas Commission are
subject to judicial review.

Deregulation. The Texas Restructuring Law requires an electric utility to separate its power
generation activities from its transmission and distribution activities by January 1, 2002. In January
2002, competition was instituted in most parts of Texas. Nonetheless, the Texas Restructuring Law
specifically recognizes and preserves the substantial benefits the Company bargained for in its Texas
Rate Stipulation and Texas Settlement Agreement, exempting the Company's Texas service area from
retail competition, and preserving rates at their current levels until the end of the Freeze Period. At the
end of the Freeze Period, the Company will be subject to retail competition and at that time will be
permitted to recover nuclear decommissioning costs in rates, but will have no further claim for recovery
of stranded costs. Stated simply, stranded costs are the positive difference, if any, between the book
value of electric generating assets, including long-term purchase power contracts, and the market value
of those assets. The Company believes that its continued ability to provide bundled electric service at
current rates in its Texas service area will allow the Company to collect its Texas jurisdictional stranded
costs because (i) the Company does not have power purchase contracts that extend beyond 2005 and
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(1) the Company revalued its utility plant under {resh start accounting in 1996 so that the generation
assets would be reflective of projected market values in a deregulated environment.

Although the Company is not subject to the Texas restructuring requirements until the
expiration of the Freeze Period, the Company sought Texas Commission approval of the Company's
corporate restructuring in anticipation of complying with the restructuring requirements of the
New Mexico Restructuring Law. In December 2000, the Texas Commission approved the Company's
corporate restructuring plan. However, the amended New Mexico Restructuring Law now prohibits the
separation of the Company's generation activities from its transmission and distribution activities before
September 1, 2003, directly conflicting with the Texas Restructuring Law requiring-separation of these
activities after the expiration of the Freeze Period in August 2005. Accordingly, in either 2004 or 2003,
the Company will seek New Mexico Commission approval to separate the Company's generation
activities from its transmission and distribution activities to allow the Company to comply with the Texas
Restructuring Law requirements.

Texas Rate Stipulation and Texas Settlement Agreement. The Texas Rate Stipulation and -Texas
Settlement Agreement govern the Company's rates for its Texas customers, but do not deprive the Texas
regulatory authorities of their jurisdiction over the Company during the Freeze Period. However, the
Texas Commission determined that the rate freeze is in the public interest and results in just and
reasonable rates. Further, the signatories to the Texas Rate Stipulation (other than the Texas Office of
Public Utility Counsel and the State of Texas) agreed not to seek to initiate an inquiry into the
reasonableness of the Company's rates during the Freeze Period and to support the Company's
entitlement to rates at the freeze level throughout the Freeze Period. The Company believes, but cannot
assure, that its cost of service will support rates at or above the freeze level throughout the Freeze Period
and, therefore, does not believe any attempt to reduce the Company's rates would be successful.
However, during the Freeze Period, the Company is precluded from seeking base rate increases. in
Texas, even in the event of increased operating or capital costs. In the event of a merger, the parties to
the Texas Rate Stipulation retain all rights provided in the Texas Rate Stipulation, the right to
participate as a party in any proceeding related to the merger, and the right to pursue a reduction in
rates below the freeze level to the extent of post-merger synergy savings.

Fuel.  Although the Company's base rates are frozen in Texas, pursuant to Texas Commission
rules and the Texas Rate Stipulation, the Company can request adjustments to its fuel factor to more
accurately reflect projected energy costs associated with the provision of electricity as well as seek
recovery of past undercollections of fuel revenues.

In October 2001, the Texas Commission approved a unanimous settlement agreement (the
"Texas Fuel Settlement") between the Company and the parties which had intervened, including the
City of El Paso, which increased the Texas fuel factor to $0.02494 -per kWh. This factor was
implemented on an interim basis in April 2001 and increased fuel revenue collections by $11.7 million
for the year ended December 31, 2001. The Texas Fuel Settlement also provides for the surcharge of
underrecovered fuel costs as of December 31, 2000 of approximately $15 million plus interest over an
18-month period. The fuel surcharge was implemented on an interim basis beginning with the first
billing cycle in June 2001. The Texas Fuel Settlement provides for the final agreement between the
parties for the non-recovery of certain purchased power contract costs as well as the favorable disposition
of previously unrecognized Palo Verde performance rewards, including interest. These provisions taken
together did not have a material effect on, the Company's results of operations and resulted in an
$11.0 million increase in Net Undercollection of Fuel Revenues and a $10.5 million increase in Deferred
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Credits and Other Liabilities — Other, which were recorded in June 2001. The Company also agreed to
a prospective change in the Palo Verde performance standards, which materially reduced the potential
for future rewards and penalties on a symmetrical basis.

" The Company anticipates terminating its interim fuel surcharge earlier than expected and
anticipates filing a petition with the Texas Commission in April 2002 to end that surcharge of
underrecovered fuel costs. The interim fuel surcharge, as well as the Company's other energy expenses
through year-end 2001, will be subject to final review by the Texas Commission in the Company's next
fuel reconciliation proceeding, which is expected to be filed in June 2002. The Texas Commission staff,
local regulatory authorities such as the City of El Paso, and customers are entitled to intervene in a fuel
reconciliation proceeding and to challenge the prudence of fuel and purchased power expenses.

Palo Verde Performance Standards. The Texas Commission established performance standards for
the operation of Palo Verde, pursuant to which each Palo Verde unit is evaluated annually to determine
whether its three-year rolling average capacity factor entitles the Company to a reward or subjects it to a
penalty. As mentioned above these performance standards were materially altered during 2001. The
capacity factor is.caliculated as the ratio of actual generation to maximum possible generation. If the
capacity factor, as measured on a station-wide basis for any consecutive 24-month period, should fall
below 35%, the Texas Commission can also reconsider the rate treatment of Palo Verde, regardless of
the provisions of the Texas Rate Stipulation and the Texas Settlement Agreement. The removal of
Palo Verde from rate base could have a significant negative impact on the Company's revenues and
financial condition. The Company has calculated approximately §1 million of performance rewards for
the 2001 reporting period. These rewards will be included, along with energy costs incurred, as part of
the Texas Commission's review during the periodic fuel reconciliation proceedings discussed above.
Those performance rewards will not be recorded on the Company's bocks until the Texas Commission
has ordered a final determination in a fuel reconciliation proceeding. Performance penalties are
recorded when assessed as probable by the Company.

New Mexico Regulatory Matters

The New Mexico Commission has jurisdiction over the Company's rates and services in
New Mexico and over certain other activities of the Company, including prior approval of the issuance,
assumption or guarantee of securities. The New Mexico Commission's decisions are subject to judicial
review. The largest city in the Company's New Mexico service territory is Las Cruces.

Deregulation.  In March 2001, the New Mexico Legislature amended the New Mexico
Restructuring Law to postpone deregulation in New Mexico until January 1, 2007, and to prohibit the
separation of a utility’s transmission and distribution activities from its existing generation activities prior
to September 1, 2005. The amended New Mexico Restructuring Law permits utilities to form holding
companies subject to New Mexico approval with conditions. It also allows the utility, until corporate
separation occurs, to participate in unregulated generation activities if the generation is not intended to
serve New Mexico retail customers.

The amended New Mexico Restructuring Law prohibiting the separation of the Company's
generation- activities from its transmission and distribution activities prior to September 1, 2005 may
conflict with the Texas Restructuring Law requiring separation of those activities after the expiration of
the Freeze Period in August 2005. Accordingly, the Company is currently evaluating possible benefits, if
any, of forming a holding company prior to 2005. The Company anticipates that it will seek
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New Mexico Commission approval to separate the Company's generation activities from its transmission
and distribution activities in either 2004 or 2005 to allow the Company to restructure at the earliest time
allowable. ‘

The amended New Mexico law required the New Mexico Commission to approve previously
filed applications to form holding companies to the extent that the applications do not conflict with the
provisions of the law as amended and are otherwise in the public interest. Accordingly, in early April
2001, the Company filed its suggested amendments to its previously filed proposed corporate
restructuring plan. The filing sought to conform the Company's proposal with the requirements under
the amended law which requires the regulated utility to continue to own all regulated generation
currently owned and operated by the utility. On June 28, 2001, the New Mexico Commission issued its
order approving formation of a holding company for the Company, but also placing thirty-eight
conditions upon its approval.  The conditions included numerous reporting and compliance
requirements as well as strict prohibitions on certain intercompany activity. The Company sought
rehearing on the order, which was denied without action by the Commission. The Company filed an
appeal with the New Mexico Supreme Court on September 15, 2001. After reviewing the Company's
options in light of the Commission's holding company order, the Company determined it was in its best
interest to withdraw its request for ‘a holding company and request that the Commission vacate the
order. The Company, the New Mexico Commission and the Attorney General filed a joint motion
asking the Court to dismiss the appeal so the Commission could vacate the order and allow the
Company to withdraw its application. The Court dismissed the appeal on October 10, 2001, and the
Commission vacated the order on December 18, 2001. Thus, the Company is no longer subject to the
holding company conditions. The Company may request approval of a holding company at a later date,
if and when needed, subject to whatever legal requirements are in effect at that time.

The New Mexico Restructuring Law allows the Company to recover reasonable, prudent and
unmitigated costs that the Company would not have incurred but for its compliance with the
New Mexico Restructuring Law. The March 2001 amendment to the New Mexico Restructuring Law
did not address the recovery of transition costs spent to date. The Company cannot predict whether and
to what extent the New Mexico Commission will allow the Company to recover these transition costs
during the five year delay. Such costs, to the extent they are not capitalizable as fixed assets, are
expensed as incurred. '

Fuel. The New Mexico Settlement Agreement entered into in October 1998 eliminated the then
existing fuel factor of $0.01949 per kWh incorporating ‘it into frozen base rates. Accordingly, the
Company was required to absorb any increases in fuel and purchased power (“energy") expenses related
to its New Mexico retail customers until new rates were implemented subsequent to the end of the rate
freeze on April 30, 2001. The average energy costs incurred for New Mexico jurisdictional customers
exceeded this fuel factor by a substantial amount. Therefore, on April 23, 2001, the Company filed a
petition with the New Mexico Commission proposing a settlement that would implement a new fixed
fuel factor and reinstate for a two-year period a fuel adjustment clause in lieu of a base rate increase (the
"New Mexico Fuel Factor Agreement"). The New Mexico Commission allowed the Company to
implement its New Mexico Fuel Factor Agreement on an interim basis, beginning on June 15, 2001,
subject to final approval of the New Mexico Commission. The New Mexico Commission entered its
final order on january 8, 2002, setting a fixed fuel factor of 80.01501 per kWh designed to increase
revenues by approximately $19 million annually. The reinstatement of a fuel adjustment clause
substantially mitigates the financial risk to the Company of any further energy cost increases over the
two-year period of the agreement.
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Due to the decrease in gas prices since mid-2001, on February 12, 2002, the Company filed a
petition with the New Mexico Commission for a fuel factor decrease to $0.00420 per kWh. The
New Mexico Commission issued an order approving that decrease on February 19, 2002. Under
current projections the Company's new fuel factor will decrease fuel revenue collections by
approximately §15.5 million in 2002.

Federal Regulatory Matters

Federal Energy Regulatory Commussion. The Company is subject to regulation by the FERC in certain
matters, including rates for wholesale power sales, transmission of electric power and the issuance of
securities.

Fuel. Under FERC regulations, the Company's fuel factor is adjusted monthly for almost all
FERC jurisdictional customers. Accordingly, any increase or decrease in energy expenses immediately
flows through to such customers.

RT0s. On December 13, 1999, the FERC approved its final rule ("Order 2000") on Regional
Transmission Organizations ("RTOs"). Order 2000 strongly encourages, but does not require, public
utilities to form and join RTOs. Order 2000 also proposes RTO startup by December 15, 2001. The
Company 1s an active participant in the development of WestConnect, formerly known as the Desert
Southwest Transmission and Reliability Operator. The Company believes WestConnect will qualify as
an RTO under Order 2000. The Company intends, subject to the resclution of outstanding issues, to
participate in WestConnect. As a participating transmission owner, the Company will transfer
operations of its transmission system to WestConnect. The WestConnect proposal was submitted to the
FERC on October 15, 2000. On March 1, 2001, the WestConnect proposal was updated to inform the
FERC that the start of WestConnect operations would be delayed. WestConnect currently is scheduled
to become operational by January 1, 2003. If WestConnect should fail to become operational, the
Company would seek to participate in another RTO similar to WestConnect.

Department of Energy. The DOE regulates the Company's exports of power tc CFE in Mexico
pursuant to a license granted by the DOE and a presidential permit. The DOE has determined that all
such exports over international transmission lines shall be made in accordance with Order No. 888,
which established the FERC rules for open access. The DOE is authorized to assess operators of nuclear
generating facilities a share of the costs of decommissioning the DOE's uranium enrichment facilities and
for the ultimate costs of disposal of spent nuclear fuel. See "Facilities — Palo Verde Station — Spent Fuel
Storage" for discussion of spent fuel storage and disposal costs.

Nuclear Regulatory Commission. The NRC has jurisdiction over the Company's licenses for
Palo Verde and regulates the operation of nuclear generating stations to protect the health and safety of
the public from radiation hazards. The NRC also has the authority to conduct environmental reviews
pursuant to the National Environmental Policy Act.

Sales flor Resale

During 2001, the Company provided IID with 100 MW of firm capacity and associated energy
and 50 MW of system contingent capacity and associated energy pursuant to a 17-year agreement which
expires on April 30, 2002. The Company also provided TNP in 2001 with up to 25 MW of firm
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capacity and associated energy pursuant to an agreement that expires on December 31, 2002. The
contract allows TINP to specify a maximum annual amount up to 75 MW with one year's notice. The
Company received notice from TNP in December 2000 that TNP was electing to take 75 MW in 2002.
The Company also sold 40 MW of firm capacity and associated energy to CFE during May 2001 and
100 MW during June through September 2001.

Power Sales Comntracts

As of March 11, 2002, the Company had entered into the following agreements with various
counterparties for forward firm sales of electricity:

Type of Comtract Quantity Term

Off-peak 25 MW 2002
On-peak 60 MW  June through September 2002
Off-peak 25 MW July, August, September,

" November and December 2002

The Company also has an agreement with a counterparty for power exchanges under which the
Company will receive 80 MW of on-peak capacity and associated energy during 2002 at the Eddy
County tie and concurrently deliver the same amount at Palo Verde and/or Four Corners. The on-peak
exchange amount will decrease to 30 MW for 2003 through 2005. The agreement also gives the
counterparty the option to deliver up to 133 MW of off-peak capacity and associated energy to the
Company at the Eddy County tie from 2002 through 2005 in exchange for the same amount of energy
concurrently delivered by the Company at Palo Verde and/or Four Corners. The Company will

receive a guaranteed margin on any energy exchanged under the off-peak agreement. See "Purchased
Power."
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Executive Offficers of the Registrant

The executive officers of the Company as of March 11, 2002, were as follows:

Name

Gary R. Hedrick.......ccoeennnns

Age
47

Terry Bassham ..., 41
J. Frank Bates .....ccccooevvviinnns 51
Raul A. Carrillo, Jr..cccicnee. 40
Kathryn R. Hood........ccocunc.. 48
Helen Knopp...occcvnnininnnn, 59
Kerry B. Lore ...cccccoiiiiinnnnne 42
Robert C. McNiel ..o, 55
Hector R. Puente ............ccooe. 53
Guillermo Silva, Jr. ..o 48

Current Position and Business Experience

Chief Executive Officer, President and Director since November 2001;
Executive Vice President, Chief Financial and Administrative Officer
from August 2000 to November 2001; Vice President, Chief Financial
Officer and Treasurer from August 1996 to August 2000.

Executive Vice President, Chief Financial and Administrative Officer since
November 2001; Executive Vice President and General Counsel from
August 2000 to November 2001; Vice President and General Counsel
from January 1999 to August 2000; General Counsel since August 1996.

Executive Vice President and Chief Operations Officer since November
2001; Vice President — Transmission and Distribution from August 1996
to November 2001.

General Counsel since January 2002; Shareholder with Sandenaw, Carrillo
& Piazza, P.C. from March 1996 to January 2002,

Treasurer since October 2000; Assistant Treasurer from April 1999 to
October 2000; Manager of Financial Services from March 1991 to April
1999.

Vice President — Customer and Public Affairs since April 1999; Executive
Director of the Rio Grande Girl Scout Council from September 1991 to
April 1999.

Controller since October 2000; Assistént Controller from Aprl 1999 to
October 2000; Manager of Accounting Services from July 1993 to April
1999.

Vice President — New Mexico Affairs since December 1997; Vice President —
Public Affairs and Marketing from August 1996 to December 1997,

Vice President — Power Generation since April 2001; Manager — Substations
and Relaying from August 1996 to April 2001.

Secretary since January 1994.

The executive officers of the Company are elected annually and serve at the discretion of the

Board of Directors.
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Item 2. Properties

The principal properties of the Company are described in Item 1, "Business,” and such
descriptions are incorporated herein by reference. Transmission lines are located either on private
rights-of-way, easements or on streets or highways by public consent. See Part II, Item 8, "Financial
Statements and Supplementary Data — Note F of Notes to Consolidated Financial Statements” for
information regarding encumbrances against the principal properties of the Company.

In addition, the Company leases executive and administrative offices in El Paso, Texas. See
Part II, Item 8, "Financial Statements and Supplementary Data — Note H of Notes to Consolidated
Financial Statements" for information regarding the leased property. :

Item 3. Legal Proceedings

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a
review of these claims and applicable insurance coverage, the Company believes that none of these
claims will have a materlal adverse effect on the financial position, results of operations and cash flows of
the Company. :

The Company's federal income tax returns for the years 1996 through 1998 have been examined
by the IRS. On October 3, 2001, the Company received the IRS notice of proposed deficiency. The
primary audit adjustments proposed by the IRS related to (i) whether the Company was entitled to
deduct payments made on emergence from Chapter 11 bankruptcy proceedings related to Palo Verde
and (i) the settlement of litigation in 1997 concerning a terminated merger during the Company's
bankruptcy. The Company has protested the audit adjustments through administrative appeals and
believes that its treatment of the payments is supported by substantial legal authority. In the event that
the IRS prevails, the resulting income tax and interest payments could be materlal to the Company's
financial position, results of operations and cash flows.

Item 4. Submission of Maiters to a Vote of Security Holders

Not applicable.
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PART I
Item 5. Market for Registrant’'s Common Equity and Related Stockholder Matters

The Company's common stock trades on the American Stock Exchange under the symbol "EE."
On September 25, 2000, the Company's stock began trading in decimals in compliance with the
Securities and Exchange Commission requirement that equity and option markets convert to decimal
pricing systems. The high, low and close sales prices for the Company's common stock, as reported in
the consolidated reporting system of the American Stock Exchange, for the periods indicated below,
were as follows:

Sales Price

High Low Close
(End of period)
2860 .
First QUarter ..ooveeevercevecienceneenens § 1044 . § 8.13 $ 10.38
Second Quarter......ccovveeerevecrieeniine 12.00 10.00 11.19
Third Quarter........cccccovvieveiceceennns 15.50 10.88 13.77
Fourth Quarter ......ccoccoeevien 14.05 11.25 13.20
2001
First Quarter ..o.veeeveceenciciiceenes $ 14.60 $ 10.97 $ 14.60
Second Quarter.........oeeveeivrrcnen. 16.45 1265 15.99
Third Quarter...c...occoceeeirevnncnneene. 16.13 13.01 : 13.15
Fourth Quarter ....ccccouerenenicencnene 15.05 12.25 14.50

As of March 11, 2002, there were 4,993 holders of record of the Company's common stock. The
Company does not anticipate paying dividends on its common stock in the near-term. The Company
intends to continue its deleveraging and stock repurchase programs with the goal of improving its capital
structure.

The Company's Board of Directors previously approved two stock repurchase programs allowing
the Company to purchase up to twelve million of its outstanding shares of common stock. On
February 7, 2002, the Company's Board of Directors approved a third stock repurchase program
allowing the Company to purchase up to three million shares of common stock. As of March 11, 2002,
the Company had repurchased 11,921,329 shares of common stock under these programs for
approximately $133.9 million, including commissions. The Company expects to continue to make
purchases primarily in the open market at prevailing prices and will also engage in private transactions,
if appropriate. Any repurchased shares will be available for issuance under employee benefit and stock
option plans, or may be retired.
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Item &. Selected Fimamcizl Data

As of and for the following periods (in thousands except for share data):

: Years Ended December 31,
2001 20¢0 1999 1398 1997

Operating reVenUES. ..o $ 769,705 $ 701,649 § 570469 § 601,823 § 592,021
Operating income..........cccovevvrrrinnec. 167,602 168,974 157,336 159,717 159,636
Income before extraordinary item........co........ 65,878 60,164 43,809 57,073 54,568
Extraordinary gain (loss) on extinguishments
of debt, net of income tax (expense)
benefit........... e R (2,219 (1,772) (3,336) 3,343 (2,775)
Net income applicable to common stock........... 63,659 58,392 28,276 45,709 38,649
Basic earnings per common share: ‘
Income before extraordinary item............... 1.30 1.11 0.53 0.70 0.69
Extraordinary gain (loss) on extinguishments
of debt, net of income tax (expense) S
benefit.....ccooeinne - (0.05) (0.03) (0.05) 0.06 ' {0.05)
Net income 1.25 1.08 0.48 0.76 0.64
Weighted average number of common
shares outstanding .......cccoeeceiciiinnn e 50,821,140 54,183,915 59,349,468 60,168,234 60,128,505
Diluted earnings per common share: .
Income before extraordinary item............... 1.27 1.09 0.53 0.70 . 069
Extraordinary gain (loss) on extinguishments
of debt, net of income tax (expense) o
BENEfit oo (0.04) (0.03) {0.06) 0.05 (0.05)
NetiNCome .c.ovvveiviiiicii e 1.23 1.06 0.47 0.75 0.64
Weighted average number of common shares
and dilutive potential common shares
outstanding ........ccoreineents ST 51,722,351 55,001,625 59,731,649 60,633,298 60,437,632
Cash additions to utility property, plant
and eqUIPMENt....c.cocvviviiiiii e 70,739 64,612 51,826 49,409 46,467
TTOtAl ASSETS.cururiiirrerc et e 1,644,439 1,660,105 1,664,436 1,928,371 1,866,485
Long-term debt and financing and capital
lease Obligations ..o vveeereveurnenvrmeerrerennns 619,365 740,223 811,607 897,062 966,810
Preferred Stock ........oovecemerersiminincnnrinane. - - - 135,744 121,319
Common stock equItY \.....cooevviveriieniieee. 450,193 412,034 421,258 417,278 369,640

The selected financial data should be read in conjunction with Item 7, "Management's
Discussion and Analysis of Financial Condition and Results of Operations,”" and Item 8, "Financial
Statements and Supplementary Data."
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of
Operations '

Statements in this document, other than statements of historical information, are forward-looking
statements that are made pursuant to the safe harbor provisions of the Private Securities Litigation
Reform Act of 1995. Such forward-looking statements, as well as other oral and written forward-looking
statements made by or on behalf of the Company from time tc time, including statements contained in
the Company's filings with the Securities and Exchange Commission and its reports to shareholders,
involve known and unknown risks and other factors which may cause the Company's actual results in
future periods to differ materially from those expressed in any forward-looking statements. Factors that
could cause or contribute to such differences included, but are not limited to: (i) increased prices for fuel
and purchased power, (i) the possibility that regulators may not permit the Company to pass through all
such increased costs to customers, (i1) fluctuations in wholesale margins due to uncertainty in the
wholesale power market, (iv) unanticipated increased costs associated with scheduled and unscheduled
outages, (v) the cost of replacing steam generators and other unexpected costs at Palo Verde and
(vi) other factors discussed below under the headings "Summary of Critical Accounting Policies and
Estimates," "Overview" and "Liquidity and Capital Resources." The Company's filings are available
from the Securities and Exchange Commission or may be obtained upon request from the Company.
Any such forward-looking statement is qualified by reference to these risks and factors. The Company
cautions that these risks and factors are not exclusive. The Company does not undertake to update any
forward-looking statement that may be made from time to time by or on behalf of the Company except
as required by law.

Summary of Critical Accounting Policies and Estimates

Note A to the Consolidated Financial Statements contains a summary of the significant
accounting policies that the Company uses. The preparation of these statements requires management
to make estimates and assumptions that affect the amounts reported in the consolidated financial
statements and related notes for the periods presented and actual results could differ from theose
estimates. Critical accounting estimates, which are both important to the portrayal of the Company's
financial condition and results of operations and which require complex, subjective judgments, include
the following:

(]

Value of net utility plant in service
Decommissioning costs

Collection of fuel expense

Future pension and other postretirement obligations
Reserves for tax dispute

O @ o o

Value of Net Utility Plant in Service

In 1996, when it emerged from bankruptcy, the Company recast its financial statements by
applying fresh-start reporting in accordance with Statement of Position 90-7 "Financial Reporting by
Entities in Reorganization Under the Bankruptcy Code." In this process, the Company attributed value
to its integrated utility system, including its generation assets, after it had established the value of its pro
forma capital structure based on management's estimates of future operating results. The Company
valued its generation assets such that the depreciated value of its generation assets would be
approximately equal to their estimated fair value at the end of the Freeze Period. This is important
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because at the beginning of retail competition in Texas and New Mexico, the Company will no longer
be permitted to recover in rates any "stranded costs”, that is, the difference between the book value and
the market value of its electric generation assets. If at any time the Company determines that estimated,
undiscounted future net cash flows from the operations of the generation assets are not sufficient to
recover their net book value then it will be required to write down the value of these assets to their fair
values. Any such writedown would be charged to earnings. The Company currently believes that its
rates are sufficient to fully collect before 2005 all costs that would otherwise be "stranded" under relevant
laws in Texas and New Mexico and that future net cash flows after 2005 from the generating assets will
be sufficient to recover their net book values.

Decommussioming Costs

Pursuant to the ANPP Participant Agreement and federal law, the Company must fund its share
of the estimated costs to decommission Palo Verde Units 1, 2, and 3 and associated common areas. The
Company and other Palo Verde Participants rely upon decommissioning cost studies and make interest
rate, rate of return and inflation projections to determine funding requirements and estimate liabilities
related to decommissioning. Every third year, outside engineers perform a study to estimate
decommissioning costs associated with Palo Verde Units 1, 2 and 3 and associated common areas. The
Company funds its share of those estimated costs through professionally managed investment trust
accounts. Management must make assumptions about future investment returns and future cost
escalations in order to determine the amounts with which to fund the trusts. If actual decommissioning
costs exceed estimates, the Company would incur additional expenses related toc decommissioning.
Further, if the rates of return earned by the trusts fail to meet expectations, the Company will be
required to increase its funding to the decommissioning trust accounts. Although the Company cannot
predict the results of future studies, the Company believes that the liability it has recorded for its
decommissioning costs will be adequate to provide for the Company's share of the costs. The Company
believes that its current annual funding levels of the decommissioning trust will adequately provide for
the cash requirements associated with decommissioning. Historically, regulated utilities such as the
Company have been permitted to collect in rates the costs of nuclear decommissioning. Under
deregulation legislation in both Texas and New Mexico, the Company expects to continue to be able to
collect from customers the costs of decommissioning.

Collection of Fuel Expense

As a regulated entity, the Company's fuel and purchased power expenses are passed through
directly to its regulated customers. These costs are then subject to a prudency review of its fuel and
purchased power costs by the Texas and New Mexico Commissions. In general, if the Texas and
New Mexico Commissions find that the fuel and purchased power expenses were reasonably incurred,
the Company may recover those expenses from its customers. Until those periodic reviews are
completed, however, management must rely upon projections related to fuel and purchased power
prices in order to estimate fuel revenues. When prices exceed management's estimates, the Company
undercollects fuel and purchased power expenses from its customers. The Company must then petition
its regulators to reconcile its actual costs to actual revenues received from customers. Historically,
regulators have allowed the Company to recover most of its fuel and purchased power-related expenses.
If energy costs were deemed unreasonably incurred and regulators were to disallow recovery of these
costs, however, the Company would incur a loss to the extent of the disallowance.
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Future Pension and Other Postretirement Obligations

In accounting for its retirement plans and other postretirement benefits, the Company makes
assumptions regarding the valuation of benefit obligations and the performance of plan assets. The
accounting for retirement plans and other postretirement obligations allows for a smoothed recognition
of changes in benefit obligations and plan performance over the service lives of the employees who
benefit under the plans. The primary assumptions are discount rate, expected return on plan assets, rate
of compensation increase and health care cost inflation. A change in any of these assumptions could
have a significant impact on future costs, which may be reflected as an increase or decrease in net

income in the period, or on the amount of related liabilities reflected on the Company's consolidated
balance sheet.

Reserves for Tax Dispute

The IRS has disputed whether the Company was entitled to deduct certain payments made in
1996 related to Palo Verde and its treatment of a litigation settlement in 1997 related to a terminated
merger agreement. If the IRS prevails on the former issue, the Company would be required to include
the previously deducted amounts in the tax basis of Palo Verde and deduct them over its useful life. This
would not have a material impact on reported net income but would have a significant negative effect on
the Company's cash flow. An adverse resolution of the second issue would lead to the recognition of
additional revenue in the Company's tax return with no related tax benefits and could result in a
material amount of additional tax. The Company has established, and periodically reviews and
re-evaluates, an estimated contingent tax liability on its consolidated balance sheet to provide for the
possibility of adverse outcomes in tax proceedings. Although the ultimate outcome cannot be predicted
with certainty, and while the contingent tax reserve may not in fact be sufficient, the Company believes
that the amount at December 31, 2001 adequately provides for any additional tax that may be due.

Overview

El Paso Electric Company is an electric utility that serves retail customers in west Texas and
southern New Mexico and wholesale customers in Texas, New Mexico, California and Mexico. The
Company owns or has substantial ownership interests in six electrical generating facilities providing it
with a total capacity of approximately 1,500 MW. The Company's energy sources consist of nuclear
fuel, natural gas, coal, purchased power and wind. The Company owns or has significant ownership
interests in four major 343 kV transmission lines and three 500 kV lines to provide power from Palo
Verde and Four Corners, and owns the distribution network within its retail service territory. The
Company is subject to extensive regulation by the Texas and New Mexico Commissions and, with
respect to wholesale power sales, transmission of electric power and the issuance of securities, by the

FERC.

The Company faces a number of risks and challenges that could negatively impact its operations
and financial results. The most significant of these risks and challenges arise from the deregulation of the
electric utility industry, the possibility of increased costs, especially from Palo Verde, and the Company's
high level of debt.

The electric utility industry in general and the Company in particular are facing significant
challenges and increased competition as a result of changes in federal provisions relating to third-party
transmission services and independent power production, as well as changes in state laws and regulatory
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provisions relating to wholesale and retail service. In 1999, both Texas and New Mexico passed industry
deregulation legislation requiring the Company to separate its transmission and distribution functions,
which will remain regulated, from its power generation and energy services businesses, which will
operate in a competitive market in the future. New Mexico subsequently amended its deregulation law
to delay the implementation date. While the Company is not subject to deregulation in its Texas and
New Mexico jurisdictions until 2005 and 2007, respectively, the potential effects of competition in the
power generation and energy services markets remain important to the Company. There can be no
assurance that the deregulation of the power generation market will not adversely affect the future
operations, cash flows and financial condition of the Company.

The changing regulatory environment and the advent of unregulated power production have
created a substantial risk that the Company will lose important customers. The Company's wholesale
and large retail customers already have, in varying degrees, additional alternate sources of economical
power, including co-generation of electric power. Historically, the Company has lost certain large retail
customers to self generation and/or co-generation and seen reductions in wholesale sales due to new
sources of generation. American National Power, Inc., a wholly-owned subsidiary of International
Power PLC, has announced it is exploring the possibility of building a generation plant in El Paso,
Texas. Duke Energy has begun the initial phase of construction on a generation plant in Deming,
New Mexico and has announced it is exploring the possibility of building a generation plant in
Lordsburg, New Mexico. Public Service Company of New Mexico has begun the construction of a
generation plant outside Las Cruces, New Mexico. If the Company loses a significant portion of its retail
customer base or wholesale sales, the Company may not be able to replace such revenues through either
the addition of new customers or an increase in rates to remaining customers.

Another risk to the Company is potential increased costs, including the risk of additional or
unanticipated costs at Palo Verde resulting from (i) increases in operation and maintenance expenses;
(1) the replacement of steam generators; (iii) an extended outage of any of the Palo Verde units;
(iv) increases in estimates of decommissioning costs; (v) the storage of radioactive waste, including spent
nuclear fuel; (vi) insolvency of other Palo Verde Participants and (vii) compliance with the various
requirements and regulations governing commercial nuclear generating stations. At the same time, the
Company's retail base rates in Texas are effectively capped through a rate freeze ending in August 2005.
Additionally, upon initiation of competition, there will be competitive pressure on the Company's power
generation rates which could reduce its profitability. The Company also cannot assure that its revenues
will be sufficient to recover any increased costs, including any increased costs in connection with
Palo Verde or other operations, whether as a result of inflation, changes in tax laws or regulatory
requirements, or other causes.

Under the Texas Commission rules and the Company's energy cost recovery clauses ("fuel
clauses”) in certain wholesale rates, energy costs are passed through to customers. However, energy costs
were not passed through to the Company's New Mexico customers prior to June 15, 2001. These
energy costs were included in base rates and were not subject to periodic reconciliation or adjustment for
fluctuations in such costs. From January 1, 2001 through June 15, 2001, the Company incurred
increased energy expenses which were not recoverable from New Mexico and certain wholesale
customers of approximately $3.1 million, net of tax, compared to the year ended December 31, 2000.
The New Mexico Commission allowed the Company to implement its New Mexico Fuel Factor
Agreement, beginning with consumption on June 15, 2001, subject to refund. The New Mexico
Commission granted final approval on January 8, 2002. The reinstatement of a fuel adjustment clause
substantially mitigates the financial risk to the Company of any further energy cost increases over the
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two-year period of the agreement. See Part [, Item 1, "Business — Regulation — New Mexico Regulatory
Matters — Fuel” and Item 7A, "Quantitative and Quahtatlve Disclosures About Market Risk —
Commodity Price Risk."

As of December 31, 2001, the Company had an immaterial outstanding net receivable of
approximately $0.2 million from Enron related to prepetition claims for which the Company has
provided an allowance in its general allowance for bad debts. The Company is party to a power
purchase contract with Enron requiring deliveries of electricity to the Company during 2002. If Enron
fails to perform under this contract, the Company believes that it will be able to obtain replacement
power at prices lower than those payable to Enron under the contract.

Liquidity and Capital Resources

The Company's principal liquidity requirements in the near-term are expected to consist of
interest and prlnc:lpal payments on the Company's indebtedness and capital expenditures related tc the
Company's generating facilities and transmission and distribution systems. The Company expects that
cash flows from operations will be sufficient for such purposes.

Long-term capital requirements of the Company will consist primarily of construction of electric
utility plant and payment of interest on and retirement of debt. Utility construction expenditures will
consist primarily of expanding and updating the transmission and distribution systems, possible addition
of new generation, and the cost of capital improvements and replacements at Palo Verde and other
generating facilities, including the replacement of the Palo Verde steam generators. See Part [, Item 1,
"Business — Construction Program.”

During 2001, 2000 and 1999, the Company utilized $128.0 million, $93.6 million and $97.8
million, respectively, of federal tax loss carryforwards. The Company anticipates that existing federal
tax loss carryforwards will be fully utilized in 2003 and after that date the Company's cash flow

requirements are expected to include greater amounts of cash paid for income taxes than has existed in
recent years.

At December 31, 2001, the Company had approximately $28.0 million in cash and cash
equivalents, an increase of §16.7 million from the December 31, 2000 balance of $11.3 million. The
Company also has a $100 million revolving credit facility, which provides up to $70 million for nuclear
fuel purchases. Any amounts not borrowed for nuclear fuel purchases may be borrowed by the
Company for working capital needs. In January 2002, the revolving credit facility was renewed for a
three-year term. At December 31, 2001, approximately $48.3 million had been drawn for nuclear fuel
purchases. No amounts are currently outstanding on this facility for working capital needs.

The Company has a high debt to capitalization ratio and significant debt service obligations. Due
to the Texas Rate Stipulation, the Texas Settlement Agreement, and competitive pressures, the
Company does not expect to be able to raise its base rates in Texas in the event of increases in non-fuel
costs or loss of revenues. See Part I, Item 1, "Business — Regulation — Texas Regulatory Matters.”
Accordingly, as described below, debt reduction continues to be a high priority for the Company in
order to gain additional financial flexibility to address the evolving competitive market.

The Company has significantly reduced its long-term debt since its emergence from bankruptcy
in 1996. TFrom June 1, 1996 through March 11, 2002, the Company repurchased approximately
$431.3 million of first mortgage bonds with internally generated cash as part of a deleveraging program
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and repaid the remaining $36.0 million and $34.6 million of Series A and Series B First Mortgage Bonds
at their maturity in February 1999 and May 2001, respectively, which has combined to reduce the
Company's annual interest expense by approximately $40.6 million. The Company also redeemed its
11.40% Series A Preferred Stock in March 1999, which resulted in the avoidance of approximately
$15.9 million in annual cash dividends that would have been payable until mandatory redemption in
2008. Common stock equity as a percentage of capitalization, including current maturities of long-term
debt, has increased from 19% at June 30, 1996 to 39% at December 31, 2001. In addition, the
Company's bonds are rated investment grade by all three major credit rating agencies.

The Company continues to believe that the orderly reduction of debt with a goal of achieving a
capital structure that is more typical in the electric utility industry is a significant component of long-
term shareholder value creation. Accordingly, the Company will regularly evaluate market conditions
and, when appropriate, use a portion of its available cash to reduce its fixed obligations through open
market purchases of first mortgage bonds.

The degree to which the Company is leveraged could have important consequences on the
Company's liquidity, including (i) the Company's ability to obtain additional financing for workmg
capital, capital expenditures, acquisitions, general corporate or other purposes could be limited in the
future and (1) the Companys higher than average leverage may place the Company at a competitive
disadvantage by limiting its financial ﬂex1b111ty to respond to the demands of the competitive market and
make it more vulnerable to adverse economic or business changes.

The Company's Board of Directors previously approved two stock repurchase programs allowing
the Company to purchase up to twelve million of its outstanding shares of common stock. On
February 7, 2002, the Company's Board of Directors approved a third stock repurchase program
allowing the Company to purchase up to three million shares of common stock. As of March 11, 2002,
the Company had repurchased 11,921,329 shares of common stock under these programs for
approximately $133.9 million, including commissions. The Company expects to continue to make
purchases primarily in the open market at prevailing prices and will also engage in private transactions,
if appropriate. Any repurchased shares will be available for i 1ssuance under employee benefit and stock
option plans, or may be retired.
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Historical Results of Operations

Yezrs Ended December 31,

20691 2000 1999
Net income applicable to common stock :
before extraordinary item (in thousands)................ $ 65,878 $ 60,164 $ 31,612
Diluted earnings per common share
before extraordinary Item.....coooeiiivveiieniiicierinenns 1.27 1.09 0.53

Electric utility operating revenues net of energy expenses increased $7.8 million in 2001
compared to 2000 and $17.1 million in 2000 compared to 1999, primarily due to changes in the
following (in thousands):

Years Ended December 31: 2001 2000
Increased retail kWh sales.....coovvviveciiveciveciecnee 8 8,182 § 22,707
Increased economy sales Margins ........cecovevrrvencnnn. 9,089 20,365
Increased CFE kWh sales....cocoieerinnneveneniineniansnns 2,558 1,756
Energy expenses not recovered in the

New Mexico service area prior to July 2001 ........ (5,019 (11,344)
Sales tax refund in 2000........ e (2,982) 1,797 (1)
Change in sales MiX......cccooiiiiiiniie (2,383) (3,349)
Coal mine reclamation adjustment..........ccvccnvinnenee - 6,601) (2
Texas Settlement Agreement:

Palo Verde performance reward..........ccsveeuevnnense - (3,453)

Retroactive hase rate decrease .......ooceeevivveereennn, - 2,343
Change in estimated fuel cost reserves.......ccooveviene, - (3,754)
Other....coorveeircnnnn e s (1,601) (3.404)

8 7,844 § 17,063

(1) A sales tax refund of $1.8 million was received in 2000 and based on a related negotiated settlement
in 2001, $1.2 million was credited to the Texas jurisdictional customers through the fuel adjustment
clause.

(2) Represents an adjustment in December 1999 reducing fuel expense based on a reduction of the
Company's estimated coal mine reclamation liability.
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Comparisons of kWh sales and electric utility operating revenues are shown below (in thousands):

- Imncrease/ (Decrease)

Years Ended December 31: 2001 2000 Amount Percemt
Electric kWh sales: B
Retail .o 6,218,472 6,114,742 103,730 - 1.7%
Sales for resale.....coeeveceniiiiiiiiiinnnn 1,460,383 1,282,540 177,843 13.9 ()
Economy sales.......ccocoovniniiniincne 929,914 1,714,288 (784,374) 45.8) (2
Total .o 8,608,769 9,111,570 (502,801) (5.5)
Electric utility operating revenues: '
Retail oo, $ 566,047 B 530,308 $ 35,739 6.7% (3)
Sales for resale .....ccooevvvciiiiiniiicenenn, 86,443 70,162 16,281 232 &
Economy sales......ccocooviiiniininnnn 92,452 84,918 7,934 89 (5
Other (6) ...ooeveereeirecieieenreeenirreceens 9,582 : 11,020 (1,438) (13.0) (7)
Total v $ 754524 § 696,408 8§ 58,116 8.3
Increase/ (Decrease)
Years Ended December 31: 2000 1999 Amoumnt Percemt
Electric kWh sales:
Retall oo 6,114,742 5,866,168 248,574 4.2%
Sales for resale ....ooovvevveiiiiieceeenn 1,282,540 905,975 376,565 416 (8
Economy sales .......coeccvenninniincninnne. 1,714,288 1.497,880 216.408 144 (9
Total.coieiiei e, 9,111,570 8,270,023 841,547 10.2
Electric utility operating revenues:
Retail o $ 530,308 % 480,338 (100 § 49,970 10.4% (11)
Sales for resale ..o, 70,162 49,441 20,721 419 @
Economy sales ......cccooviiiiniiininnn, 84,918 32,523 52,395 i6l.l (9
Other (6) .o.vvvevreeeeereiencerereeeieee 11,020 6,076 4,944 8l.4 (12
Total.cooiiiiniieece $ 696,408 8§ 568,378 $ 128,030 225

(1) Primarily due to increased kWh sales to CFE and IID.

) Primarily due to a weaker power market in the last half of 2001.

(3)  Primarily due to increased energy expenses that are passed through directly to Texas and New Mexico
(beginning June 15, 2001) jurisdictional customers.

(4)  Primarily due to (i) increased energy expenses that are passed through directly to certain wholesale
customers and (i1) increased sales to CFE.

(5)  Primarily due to (1) increased margins on economy sales and (ii) higher average prices as a result of
increased energy expenses. These increases were partially offset by decreased kWh sales.

(6) Represents revenues with no related kWh sales.

(7) 2000 includes margins on energy swaps of $4.3 million with no comparable activity in 2001. In early
2000, the Company entered into several power purchase contracts for the summer months to ensure
there would be sufficient power available to meet increased customer demand. For at least two of these
contracts, the Company agreed to pay market-based index prices rather than fixed prices. As power
prices began to escalate in the second quarter of 2000, the Company entered into two financial swap
agreements in which the Company agreed to pay fixed prices and the counterparty agreed to pay market-
based prices for the notional amounts of kWh in the swap agreements. Market prices continued to
escalate over the summer of 2000 and, under the swap agreement, the Company received the difference
between the fixed prices and the higher market index prices on the notional kWh amounts.

(8)  Primarily due to (1) increased kWh sales to IID and (1) sales to CFE as a result of a coritract that was
effective from June through August 2000 with no comparable sales to CFE in 1999.

(9)  In order to ensure sufficient availability of purchased power during the summer of 2000, the Company
entered into a firm purchased power contract in January 2000 that was effective through the end of the
year. The increase in economy kWh sales is primarily due to the sale of power purchased under this
contract that was not needed to serve native load and wholesale contracts' during the non-summer
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months. The increase in economy sales revenue was primarily due to (i) increased margins, (i1) increased
prices as a result of increased energy expenses and (iii) increased kWh sales.

(10) Includes the effects of the Texas Settlement Agreement and change in estimated fuel cost reserves of
$4.9 mullion.

(11)  Primarily due to (i) increased energy expenses that are passed through directly to Texas jurisdictional
customers and (ii) increased kWh sales.

(12) Primarily due to energy swaps described in (7) above.

Other electric utility operations and maintenance expense increased $8.5 million and

$7.2 million in 2001 compared to 2000 and in 2000 compared to 1999, respectively, as follows (in
thousands): o

Years Ended Decemﬁ)er 31 2031 2080 Increase/ (Decrease)

Maintenance expense at generation plants.... § 35,160 % 31,377 $ 3,783 (1)
Pensions and benefits expense.........cccocvrunn. 26,424 23,606 2,818 (2
Operations expense at generation plants....... 35,793 33,990 1,803
CUStOMEr ACCOUNLES....vvreerrrerersicrneeereerarrrreernene 11,310 10,057 1,253
Outside services €Xpense ......cooeeeccinieieiennnes 5,023 8,731 (3,708) (3)
Other oo 68,179 65,672 2.507
Total other operations and
Maintenance eXpense........oovuveneen. b 181,889 § 173,433 8 8,456
Years Ended December 31; 2060 1999 Increase/ (Decrease)
Maintenance expense at generation plants.... § 31,377 § 27,501 $ 3,876 (4)
Corporate restructuring legal fees................. 1,305 - 1,305
Maintenance of general plant ...................... 3,698 2,603 1,095  (5)
Pensions and benefits expense.........cc..cooeeeneee. 23,606 24,869 (1,263) (6)
Other. .o 113,447 111,230 2,217
Total other operations and v )
Maintenance eXpense.........ovuuune. 3 173,433 § 166,203 $ 7,230

(1) Primarily due to scheduled maintenance outages in 2001.

Primarily due to an increase in OPEB costs resulting from a change in discount rate and escalation

assumptions for medical costs for 2001.

(3)  Primarily due to a decrease in consulting fees and corporate restructuring expenses.

(4)  Primarily due to (i) an insurance claim receivable recognized in 1999 for expenses of a major
overhaul of gas turbines at a local plant that were recognized in prior periods and (ii) unscheduled
maintenance due to a mechanical problem with a turbine shaft in 2000.

(5)  Primarily due to increased expenses for (i) a one-time environmental assessment of $0.3 million spent
to perform a storm water study at Company-owned generating plants and (i) new maintenance
agreements on computer equipment.

(6) Primarily due to (i) the 1999 reversal of a receivable related to anticipated refunds on medical
payments and (ii) increased medical expenses in 1999 with no comparable activity in 2000.

—
R~
-

Depreciation and amortization expense increased $0.8 million in 2001 compared to 2000
primarily due to an increase in depreciable plant balances. The decrease of $4.0 million in 2000
compared to 1999 was primarily due to a change in the estimated depreciable life of the plant
investment related to the decommissioning of Palo Verde from 10 to 27.25 years, based on the license
expiration date of Unit 3. The Texas Restructuring Law permitted recovery of nuclear
decommissioning costs over the service lives of the relevant nuclear plants. Depreciation rates for the
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Texas jurisdictional portion of the plant investment ($59 mullion) were adjusted to reflect the increased
service life. The New Mexico jurisdictional portion of the plant investment (§17 million) continues to be
depreciated over 10 years. This shorter service life is based on the uncertainty of recovering all
decommissioning costs under the New Mexico restructuring legislation. For all other utility plants,
Texas and New Mexico depreciation lives are the same.

Taxes other than income taxes remained relatively unchanged in 2001 compared to 2000. Taxes
other than income taxes increased $1.7 million in 2000 compared to 1999 primarily due to (i)a
$3.1 million reversal in 1999 of sales tax reserves established in prior years with no comparable amount
in 2000 and (i) an increase in Texas revenue related to taxes due to higher operating income in 2000.
These increases were partially offset by a $1.7 million decrease in Arizona property taxes as a result of
depreciation and a regulatory basis plant write-down pursuant to the New Mexico Settlement
Agreement.

Other income (deductions) decreased $0.3 million in 2001 compared to 2000 primarily due to a
decrease of $2.4 million of investment income related to the decommissioning trust fund and the [ID
contract receivable. These decreases were partially offset by an increase of $1.6 million in interest
income on the undercollection of Texas fuel revenues and a $0.5 million insurance reimbursement
recognized in 2001 for a loss expensed in a prior period. The increase of $8.0 million in 2000 compared
to 1999 was primarily due to the accrual in 1999 of $16.3 million to be paid under the settlement
agreement with Las Cruces. This increase was partially offset by (i) a decrease in investment income of
$3.4 million resulting from the investment of lower levels of cash; (i) a 1999 adjustment of $1.7 million
to the cash value of Company-owned life insurance policies and (iii) a gain realized on the disposition of
non-utility property of $2.4 million in 1999 with no comparable activity in 2000.

Interest charges decreased $4.9 million in 2001 compared to 2000 primarily due to (i) a reduction
in outstanding debt as a result of open market purchases of the Company's first mortgage bonds;
(ii) increased capitalized interest related to construction work in progress and (iii) decreased interest rates.
These decreases were partially offset by an increase of $1.6 million in interest expense resulting from the
remarketing of the pollution control bonds. The decrease of $10.0 million in 2000 compared to 1999
was primarily due to (i) a reduction in outstanding debt as a result of open market purchases of the
Company's first mortgage bonds and (ii) adjustments to postload nuclear fuel to write-off a portion of
accumulated interest capitalized prior to 1999 and discontinue capitalizing interest thereon in 1999.

Income tax expense, excluding the tax effect of extraordinary items, decreased $2.5 million in
2001 compared to 2000 primarily due to changes in pretax income and certain permanent differences
and adjustments including (i) a reduction to the Company's estimated contingent federal tax liabilities
based upon discussions and agreed issues with taxing authorities related to the IRS examination of the
Company's 1996 through 1998 tax returns and (ii) deductions taken for abandoned transition costs. The
increase of $13.3 million in 2000 compared to 1999 was primarily due to changes in pretax income and
certain permanent differences including (1) an increase in nondeductible transition costs; (it) a decrease in
the adjustment to the cash value of Company-owned life insurance policies and (ii1) a decrease in tax-
exempt income.

Extraordinary loss on extinguishments of debt, net of income tax benefit, represents the payment
of premiums on debt extinguishments and the recognition of unamortized issuance expenses on that

debt.
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For the last several years, inflation has been relatively low and, therefore, has had little impact on
the Company's results of operations and financial condition.

In July 2001, the Financial Accounting Standards Board (the "FASB™) issued Statement of
Financial Accounting Standards ("SFAS") No. 141, "Business Combinations” and SFAS No. 142,
"Goodwill and Other Intangible Assets." The Company does not believe that its activities or assets as of
December 31, 2001 will be impacted by these standards.

Additionally, in July 2001, the FASB issued SFAS No. 143, "Accounting for Asset Retirement
Obligations" ("SFAS No. 143"). SFAS No. 143 provides accounting guidance for retirement obligations,
for which there is a legal obligation to settle, associated with tangible long-lived assets. SIFAS No. 143
requires that asset retirement costs be capitalized as part of the cost of the related long-lived asset and
such costs should be allocated to expense by using a systematic and rational method. SFAS No. 143
requires the initial measurement of the asset retirement obligation liability to be recorded at fair value
and the use of an allocation approach for subsequent changes in the measurement of the liability. Upon
adoption of SFAS No. 143, an entity will use a cumulative-effect adjustment to recognize transition
amounts for any existing asset retirement obligation liability, asset retirement costs and accumulated
depreciation. SFAS No. 143 is effective for fiscal years beginning after June 15, 2002. Management has
not yet quantified the impact of adopting SFAS No. 143 on the Company's financial statements.

On October 3, 2001, the FASB issued SFAS No. 144, "Accounting for the Impairment or
Disposal of Long-Lived Assets” ("SFAS No. 144"). While SFAS No. 144 supersedes SFAS No. 121,
"Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of," it
retains many of the fundamental provisions of that standard. SFAS No. 144 is effective for fiscal years
beginning after December 15, 2001. The Company does not believe that its assets as of December 31,
2001, will be impacted by this standard.

Item 7A. Ouantitative and Qualitative Disclosures About Market Risk

The following discussion regarding the Company's market-risk sensitive instruments contains
forward-looking information involving risks and uncertainties. The statements regarding potential gains
and losses are only estimates of what could occur in the future. Actual future results may differ
materially from those estimates presented due to the characteristics of the risks and uncertainties
involved.

The Company is exposed to market risk due to changes in interest rates, equity prices and
commodity prices. Substantially all financial instruments and positions held by the Company described
below are held for purposes other than trading.

Imterest Rate Risk

The Company's long-term debt obligations are all fixed-rate obligations with varying maturities,
except for its revolving credit facility, which provides for nuclear fuel financing and working capital, and
is based on floating rates. Interest rate risk, if any, related to the revolving credit facility is substantially
mitigated through the operation of the Texas and New Mexico Commission rules and the Company's
energy cost recovery clauses ("fuel clauses”) in certain wholesale rates. Under these rules and fuel
clauses, energy costs, including interest expense on nuclear fuel financing, are passed through to
customers. Currently, the Company does not have a plan to issue additional long-term debt within the
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next five years, although it anticipates remarketing its pollution control bonds, a portion in 2002 and a
portion in 2005.

The Company's decommissioning trust funds consist of equity securities and fixed income
instruments and are carried at market value. The Company faces interest rate risk on the fixed income
instruments, which consist primarily of municipal, federal and corporate bonds and which were valued
at $26.0 million and $27.6 million as of December 31, 2001 and 2000, respectively. A hypothetical 10%
increase in interest rates would reduce the fair values of these funds by $0.5 million and $0.6 million
based on their fair values at December 31, 2001 and 2000, respectively.

Equity Price Risk

The Company's decommissioning trust funds include marketable equity securities of
approximately $34.9 million and $32.6 million at December 31, 2001 and 2000, respectively. A
hypothetical 20% decrease in equity prices would reduce the fair values of these funds by $7.0 million
and $6.5 million based on their fair values at December 31, 2001 and 2000, respectively.

Commedity Price Risk

The Company utilizes contracts of various durations for the purchase of natural gas, uranium
concentrates and coal to effectively manage its available fuel portfolio. These agreements contain fixed
and variable pricing provisions and are settled by physical delivery. The fuel contracts with variable
pricing provisions, as well as substantially all of the Company's purchased power requirements, are
exposed to fluctuations in prices due to unpredictable factors, including weather, which impact supply
and demand. However, the Company's exposure to fuel and purchased power price risk is substantially
mitigated through the operation of the Texas and New Mexico Commission rules and the Company's
fuel clauses, as discussed previously.

Natural gas and purchased power prices increased significantly from May 2000 through May
2001. Prior to July 2001, energy costs were included in frozen base rates for New Mexico and certain
wholesale customers. During the first half of 2001, the Company's average energy costs incurred for, but
not recovered from, these customers substantially exceeded the energy costs that were incorporated into
the applicable base rates. See Part I, Item 1, "Business — Regulation — New Mexico Regulatory Matters
— Fuel" for further discussion. However, the Company has since entered into the New Mexico Fuel
Factor Agreement, which allows the Company to pass energy costs through to its New Mexico
customers. The implementation of the provisions of the agreement substantially mitigated the remaining
financial risk to the Company of any further energy cost increases.

In the normal course of business, the Company utilizes contracts of various durations for the
forward sales and purchases of electricity to effectively manage its available generating capacity and
supply needs. Such contracts include forward contracts for the sale of generating capacity and energy
during periods when the Company's available power resources are expected to exceed the requirements
of its native load and sales for resale. They also include forward contracts for the purchase of wholesale
capacity and energy during periods when the market price of electricity is below the Company's
expected incremental power production costs or to supplement the Company's generating capacity when
demand is anticipated to exceed such capacity. As of March 11, 2002, the Company had entered into
forward sales and purchase contracts for energy as discussed in Partl, Item 1, "Business — Energy
Sources — Purchased Power"” and "Regulation — Power Sales Contracts.” These agreements are
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generally fixed-priced contracts which qualify for the "normal purchases and normal sales” exception
provided in SFAS No. 133, "Accounting for Derivative Instruments and Hedging Activities,” and are not
recorded at their fair value in the Company's financial statements. Because of the operation of the Texas
and New Mexico Commission rules and the Company's fuel clauses, these contracts do not expose the
Company to significant commodity price risk.
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INDEPENDENT AUDITORS' REPORT

The Shareholders and Board of Directors
El Paso Electric Company

We have audited the accompanying consolidated balance sheets of El Paso Electric Company and
subsidiary as of December 31, 2001 and 2000, and the related consolidated statements of operations,
comprehensive operations, changes in common stock equity and cash flows for the years ended
December 31, 2001, 2000 and 1999. These consolidated financial statements are the responsibility of
the Company's management. Our responsibility is to express an opinion on these consolidated financial
statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of El Paso Electric Company and subsidiary as of December 31, 2001 and
2000, and the results of their operations and their cash flows for the years ended December 31, 2001,
2000 and 1999, in conformity with accounting principles generally accepted in the United States of
America.

KPMG LLP

El Paso, Texas
March 11, 2002
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS

ASSETS Decemmber 31,
(In thousands) 2001 2000
Uality plamnt:
Electric plant in SErVICE .....ooiviviiiciiiiniiciiiiicniiere e 3 1,708,908 § 1,659,539
Less accumulated depreciation and amortization ........cee.ce.... 472,297 391.675
Net plant i SEIVICE ..ot 1,236,611 1,267,864
Construction wWork In Progress........coeivciniieeniiniennisincneenn 86,802 67,976
Nuclear fuel; includes fuel in process of $11,356 and
$10,430, respectively .......coocevivciniciiinnince 74,004 75,880
Less accumulated amortization .........ccceeereriereeercenreiesinenenenne 33,177 36,289
Net nuclear fuel ..o 40,827 39,591
Net utility plant ... 1,364,240 1,375,431
Current assets:
Cash and temporary INVEStMENLtS ........cccvieeriiinniieeinesenrinneninns 27,994 11,344
Accounts receivable, principally trade, net of allowance for
doubtful accounts of $3,525 and $3,325, respectively......... 75,025 86,647
Accumulated deferred INCOME taXeS...coivviirieeivenierireeresresenes 39,259 44.523
INVENtOries, At COSt .cuiiiaiiirririiii ettt eees e e e e s be e e e eeveeas 24,356 24,845
Net undercollection of fuel revenues ........ccoccevvvenveccceneninnnein 26,797 15,733
Prepayments and other ..., 9,741 20,612
Total CUITENT ASSELS...ccveirirreirriereieereeerrieseee s reeeeseeenns 203,212 203,704
Deferred charges and other assets:
Decommissioning trust funds......c.oevvereirenerenineicecenineneenens 60,901 60,176
013 o 1o O OO R ORI 16,086 20,794
Total deferred charges and other assets.........cocvveennne. 76,987 80,970
Total ASSEIS...iceiririe e e $ 1,644,439 § 1,660,105

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED BALANCE SHEETS (Continued)

CAPITALIZATION AND LIABILITIES December 31,
(In thousands except for share data) 2001 2000

Capitalization:
Common stock, stated value §1 per share, 100,000,000 shares
authorized, 61,982,963 and 60,429,107 shares issued, and

267,334 and 276,066 restricted shares, respectively.......ooceiieriininenne § 62,250 § 60,705
Capital in excess of stated value.........c..ooeiiiniiiniii, 257,891 244,528
Unearned compensation — restricted stock awards .......ccccoeenciininiccincnne. (2,041) (1,309)
Retained earnings ..o e 265,775 202,116
Accumulated other comprehensive income, net of taX......ocevcceveeriesreceerennnas 752 2,902

584,627 508,942
Treasury stock, 11,991,637 and 9,230,786, shares respectively; at cost........ (134,434) (96.908)

Common StOCK EGUILY ...voiviiiiiiiiecicerec et e 450,193 412,034
Long-term debt ..o 590,925 715,058
Financing oblgations ... 28,440 25,165

Total capitalzation ..........cccociiiiiiiiiic 1.069.558 1,152,257
Current liabilities:
Current maturities of long-term debt and financing obligations................... 90,355 - - 57,663
Accounts payable, principally trade.........ccoovieeniiniiiiii e 24,626 39,799
Taxes accrued other than federal income taxes ....... N Cene i e s e e ere e ‘ 16,713 - 17,054
Interest accrued.....c.ooeevrvervrrerievrenieesicee s e eeeesiee e ee e ba e b e e e arrenanes 16,860 16,528
Net overcollection of fuel revenues.......c.cveevieei v e, 3,265 -
Other it e ettt e T 15,942 14,968
Total current liabilities........c.c.coeeveurererennee. S et 167,761 __ . 146,012
Deferred credits and other liabilities: ‘ S .
Decommissioning liability........ccoociiiii e 137,614 128,129
Accrued postretirement benefit liability..........cccooonii 84,974 81,784
Accumulated deferred INCOME tAXES....ucivuiiviieiicciiiieeeceeiveere et st eraesreans 116,850 91,802
Accrued pension Hability........cocooeiiinnin e et e 30,694 31,134
Other. e e e eer e e er e eeta e ra e e e e nnnes : 36,988 - . 28,987
Total deferred credits and other liabilities .....cccocveveeerienrnsieccennnen, - 407,120 361,836

Commitments and contingencies

Total capitalization and habilities........c.ccco e $ 1644439 § 1,660,105

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS

(Im thousands except for share data)

Years Ended December 31,
2001 2000 1999
Electric ntility operating revemumeS .o et § 754,524 § 696,408 $ 268,378
Energy expenses:
FUEL et s 185,449 159,547 104,398
Coal mine reclamation adjustment .........cccoeceeerrverecrcrernnnnnns - - (6,601)
Purchased and interchanged power ... 85,587 61,217 12,000
271.036 220,764 109,797
Electric ntility operating revenues
net of emergy eXpemses ..o 483,488 475,644 458,581
Emergy services operations:
OPErating rEVENUES ....c..ocveceererierirtreienre e resenerenesssessessessennas 15,181 5,241 2,091
OPErating EXPEISES ....civiveiriererrertarerienterisestereerenessestoscssansasnans 15,936 6,670 3.006
(755) (1,429 (915)
Other electric utility operating expenses:
Other OPErations.......coceuveeererenererecert e st seeeene 135,880 131,768 130,017
MaAUNENANCE oot cieceie et tre et 46,009 41,665 36,186
Depreciation and amortization .........ccoevecvceeecceniniceineneens 89,462 - 88,654 92,628
Taxes other than income taXes......coveeereonieriecrie i 43,780 43,154 41,499
' 315,131 305,241 300,330
Operating IMCOTE ..ovevererierrererrrrere e e eeeesabeseesenes 167,602 168.974 157.336
Other imcome (deductions):
INVESTMENT INCOMIE ..eevvverereriereeeeesrereneeesereesseeseteeenseesrsesasesenses 2,453 3,482 6,928
Litigation Settlement. ....cocoereerccercreeeerermreene oo - - (16,500)
Other, NEL ..ot (1,576) (2.271) 2,766
877 1,211 (6.806)
Income before interest charges ... 168,479 170.185 150,530
Interest charges (credits):
Interest on long-term debt and financing obligations.............. 62,902 67,249 76,634
Other INEEIest ...oovviiiecieiirre et e 7,998 7,632 7,697
Interest capitalized ......cooovvrcmieinici i e (4,723) (3.756) (3,242)
A ‘ 66.177 71.125 81.089
Income before income taxes amd extracrdimary item...... 102,302 99,060 69,441
IMCOME $AK @R PEISE.uveiieurreeeieeaaaereseirneasaerreesreeeesenerenanareesannns 36.424 38.896 25,632
Income before extraordinary JT@IM ....ocvcveveere e, 65,878 60,164 43,809
Extraordinary loss om extinguishments of delbt,

. met of imcome tax bemeffit ... 2,219 1.772 3.336
NEet ImCOIMIE .ouveriiieeiiriererereerece e e et et aabesanes 63,659 58,392 40,473
Preferred stock:

Dividend requirements.........cccocovvvcnemneernineererersnessnnne e - - 2,616
Redemption CosSts ...c.oco i - - 9,581
Net income applicable to common stock........ccoccvvreninnnnn. $ 63,659 § 58392 § 28,276
Basic earnings per commeon share:
Income before extraordinary 1tem ........cocveveerereeivnenieeceenn, $ 1.30 § 1.11 8§ 0.53
Extraordinary loss on extinguishments of debt,
net of income tax benefit............occooiiiiiiininnn 0.05 0.03 0.05
NEt INCOME.c..uvinieueiiiriinierier ettt $ 125 8 1.08 § 0.48
Diluted earnings per common share:
Income before extraordinary item ......ccoeeeieiieiiiiiiniieeeeeiee, $ 1.27 § 1.09 § 0.53
Extraordinary loss on extinguishments of debt,
net of income tax benefit...........ccocovnvinineiniinnn, 0.04 0.03 0.06
NEL IICOIMIE ettt ettt e e $ 1.23 8 1.06 $§ 0.47
Weighted average mumber of common shares
OUISTARAIIIT «..ovvvierereceee ettt et be e e 50,821,140 54183915 59,349,468
Weighted average number of common shares and
dilutive potential common shares outstanding.......... 21,722,351 55,001,625 59,731,649

See accompanying notes to consolidated financial statements.
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EL PASQ ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF COMPREHENSIVE OPERATIONS
(Im thousands)

Years Ended December 3%,
2001 2000 1999
NEt TMEOTME .1ovivereriiinerretiririsc et se e esesesssiens $ 63,659 § 58,392 % 40,473
Other comprehensive income (loss):
Minimum pension liability adjustment.......cooovviiconincneniinin (824) - _ =
Net unrealized gains (losses) on marketable securities:
Net holding gains (losses) arising during period ...........c...... (5,611) (2,883) 4,397
Reclassification adjustments for net losses included
11 NET INCOMIE. ..o eeeeieiieie sttt ere e 3.089 ’ 918 339
’ (3,346) (1.963) 4,736
Income tax benefit (expense) related to items of other
comprehensive income (loss):
Minimum pension liability adjustment.........cccccovveiieiiiinnene 313 - -
Net unrealized gains (losses) on marketable securities ......... 883 688 (1,658)
1,196 688 (1.658)
Other comprehensive imcome (loss), net of tax..................... (2,150 (1.277) 3.078
Comprehemsive IMCOMEE ..o s 61,509 57,115 43,551
Preferred stock:
Dividend requirements.......ccoccooeeeivviniiimiiine - - 2,616
Redemption COSts .coviiiiiiie e - - 9,581
Comprehensive imcome applicable to common stock......... $ 61,509 § 57,115 § 31,354

See accompanying notes to consolidated financial statements.
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY

CONSOLIDATED STATEMENTS OF CHANGES IN COMMON STOCK EQUITY

Balamces at December 31, 1898 ...........

Grants of restricted common

Amortization of unearned
COMPENSAUON ..visiiiiiiiiieeeereireiens

Stock awards withheld for taxes

Forfeitures of restricted common

Preferred stock dividends ..o
Preferred stock redemption ...........cou..e.
Capital stock adjustment
Net InCome. .o
Other comprehensive income.................
Treasury stock acquired,
3,199,927 shares; at COStvuvvvrvevrvenirnnn.
Balzances at December 31, 1999
Grants of restricted common -

Stock issued upon exercise of options.....
Amortization of unearned
COMPENSALON .e.ooveiviiereiees i
Stock awards withheld for taxes.............
Net INCOME.c.vrmireinirerrerrreee et
Other comprehensive 10ss.......ovviinieecns
Treasury stock acquired,
6,030,859 shares; at cost «....eveecrcenennn
Balances at December 31, 2000...........

Grants of restricted common

Stock options exercised or remeasured ..
Amortization of unearned
COMPENSAION ..ot
Stock awards withheld for taxes.............
Forfeitures of restricted common

Deferred taxes on stock incentive plan...
Realization of state income tax
valuation allowance...............cccceeevian,
NEtINCOME. .c.eiiviiirrrriie ettt eeesee e,
Other comprehensive 105 ..o,
Treasury stock acquired,
2,760,851 shares; at cost ......ccovervenna
Balances at December 31, 2001 ...........

(In thousands except for share data)

See accompanying notes to consolidated financial statements.
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Unearned
Capital Compensatiom Accumuiated Total
in Excess — Restricted Other Common
Common Stock  of Stated Stock Retaimed Comprehemsive Treasury  Stock
Shares  _Amount _Value Awards Earmings Income (Loss) Stock Eguity
60,270,362 § 60,270 $241,325 $ (611)  $ 115,193 $ 1,101 8 - $417,278
210,744 211 1,505 (1,716) -
1,167 1,167
(19,965) 20) (118) (138)
(1,432) (1) (10) 11 -
(2,616) (2,616)
(9,581) (9,581)
255 255
40,473 40,473
3,078 3,078
(28.658) _ (28,658)
60,459,709 60,460 242,702 (1,149) 143,724 4,179 (28,658) 421,258
177,269 177 1,584 (1,76 1) -
93,955 94 406 500
1,601 1,601
(25,760) (26) (164) {190)
58,392 58,392
{1,277) (1,277
(68,250) __(68.250)
60,705,173 60,705 244,528 (1,309) 202,116 2,902 (96,908) 412,034
187,270 187 2410 (2,597) -
1,396,045 1,396 7,309 8,705
1,835 1,835
(34,995) (35) 4186) (451)
(3,196) (3) 27) 30 -
41 41
4,046 4046
63,659 63,659
(2,150) 2,150)
(37.526) _(37,526)
62250297 $ 62,250 $257,89] 8 (2,041 $ 265,775 $ 752 $(134.434) $450,193




EL PASO ELECTRIC COMPANY AND SUBSIDIARY
CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

Cash Flows From Operating Activities:
NELINCOIMLE ..ottt
Adjustments to reconcile net income to net cash provided
by operating activities:
Depreciation and amortization of electric plant in service .....
Amortization of nuclear fuel ........ccccooviiinieni,
Deferred Income taxes, Net.........ccoieeieivrevecrerereercreenensenns
Coal mine reclamation adjustment ..........ccoocevviiccriniinninns
Extraordinary loss on extinguishments of debt,
net of income tax benefit ..o

Change in:
Accounts receivable..........ccoiiiiii
INVENTOIES .c.c ettt e
Net under/overcollection of fuel revenues ..........cceecevvicrinenee
Prepayments and other .......cccoooevennvnninnicnceece e,
Accounts payable ...
Litigation settlement payable ..o
Taxes accrued other than federal income taxes .......c.ccoceeeee
Interest accrued ......oiiivcicenncrieii e
Other current Habilities .......ccoveeininieneriniicriree e
Deferred charges and credits.......coooereeeirncniinicineneenen,
Net cash provided by operating activities .............
Cash Flows From Investing Activities:
Cash additions to utility property, plant and equipment .............
Cash additions to nuclear fuel............ccovveevveniinnnniie e,
Interest capitalized:
Utility property, plant and equipment........c..ccccccvveeeviinunnnens
Nuclear fuel.......coviiiiininieee e
Investment in decommissioning trust fund.........cccevvvrninnnn.
Other INVesting ACtiVIEIES ....cvevvvrirrererererereeinreererrererscasseseseene s
Net cash used for investing activities .......c.....c....
Cash Fiows From Financing Activities:
Proceeds from exercise of stock options ........ccceviicreneniniennnn,
Purchases of treasury StoCK.......ecvovevevvrererrcrininrecnsieieseeeeesesenens
Repurchases of and payments on long-term debt........cccccceeeeenee.
Nuclear fuel financing obligations:
Proceeds .o
Payments ..o s
Redemption of preferred stock........ooovviiiiiinncniiin
Preferred stock dividend payfment.......ccocccvveniinieneneiicoeenennne
Payments on capital lease obligations ......c.cccoenrrnrerreirirenn.
Other financing aCtivIties .......ocoevevrievinecorenreren e
Net cash used for financing activities...............e.u.n.
Net increase (decrease) in cash and temporary investments.........
Cash and temporary investments at beginning of period....
Cash a2nd temmporary investments at end of period ..............

See accompanying notes to consolidated financial statements.
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Years Ended December 31,

2001 2000 1899
63,659 § 58,392 § 40,473
89,462 88,654 92,628
16,272 17,125 17,658
33,070 36,590 23,490

- - (6,601)
2,219 1,772 3,336
9,444 9,390 9,158
2,323 1,593 5,282
11,622 (24,611) 2,699
489 1,118 1,574
2,044 (18,373) 8
10,871 (2,996) 5,559
(15,173) 17,558 (8,894)
- {16,500) 16,500
(341) (563) (2,699)
332 (494) (3,390
974 2,022 (3,833)
6.312 5.830 (628)
233,579 176,507 192.320
(70,739) (64,612) (51,826)
(17,031) (16,502) (16,593)
(4,246) (3,078) (2,618)
(477) (678) (624)
(3,246) (5,026) {5,656)
101 (182) (935)
(95,638) (90.078) (78.252)
8,275 - -
(37,526) (67,750) (28,658)
(91,654) (40,651) (124,360)
19,468 19,943 19,907
(19,336) (20,077) (20,930)
- - (148,937)
- - (1,328)
- (1,688) (1,540)
(518) {2,096) (138)
(121.291) (112.319) (305,984)
16,650 (25,890) (191,916)
11,344 37.234 229.150
27994 % 11,344 § 37,234




EL PASQ ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
A. Summary of Significant Accounting Policies

General. El Paso Electric Company is a public utility engaged in the generation, transmission and
distribution of electricity in an area of approximately 10,000 square miles in west Texas and southern
New Mexico. El Paso Electric Company also serves wholesale customers in Texas, New Mexico,
California and Mexico.

Principles of Consohdation. The consolidated financial statements include the accounts of El Paso
Electric Company and its wholly-owned subsidiary, MiraSol Energy Services, Inc. ("MiraSol")
(collectively, the "Company"). MiraSol, which began operations as a separate subsidiary in March 2001,
provides energy efficiency products and services previously provided by the Company's Energy Services
Business Group. All intercompany transactions and balances have been eliminated in consolidation.
Additionally, the revenues and expenses of the former Energy Services Business Group have been
reclassified for all periods presented in the accompanying consolidated statements of operations as
energy services revenues and expenses.

Use of Estimates. The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
financial statements and the reported amounts of revenues and expenses during the reporting pertod.
Actual results could differ from those estimates.

Basts of Presentation. 'The Company maintains its accounts in accordance with the Uniform System
of Accounts prescribed by the Federal Energy Regulatory Commission (the "FERC"). The Company
determined that it does not meet the criteria for the application of Statement of Financial Accounting
Standards ("SFAS") No. 71, "Accounting for the Effects of Certain Types of Regulation," and
accordingly does not report the effects of certain actions of regulators as assets or liabilities unless such

actions result in assets or labilities under generally accepted accounting principles for commercial
enterprises in general.

Comprehensive Income. Certain gains and losses that are not recognized currently in the statements
of operations are reported as other comprehensive income in accordance with SFAS No. 130,
"Reporting Comprehensive Income."

Utility Plant. Depreciation is provided on a straight-line basis over the estimated remaining lives
of the assets (ranging from 5 to 31 years), except for approximately $298 million of reorganization value
allocated primarily to net transmission, distribution and general plant in service. This amount is being
depreciated over the ten-year period of a rate settlement (the "Texas Rate Stipulation”). Based on a
provision in the Texas Restructuring Law allowing recovery of nuclear decommissioning costs over the
service lives of nuclear plants, as of January 1, 2000, the Company changed the estimated useful life of
the plant investment of approximately $59 million for the Texas jurisdiction related to the
decommissioning of Palo Verde. Previously, this decommissioning portion of Palo Verde plant costs had
been depreciated over 10 years. As a result, the Company changed the depreciation life of the Texas
jurisdictional portion of its decommissioning of Palo Verde from 10 years to 27.25 years, the remaining
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EL PASO ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

service life of Palo Verde based on the license expiration date of Unit 3. The remaining portion of the
plant investment related to the decommissioning of Palo Verde continues to be depreciated over
10 years. For all other utility plant, Texas and New Mexico depreciation lives are the same.
Amortization of intangible plant (software) is provided on a straight-line basis over the estimated useful
life of the asset (ranging from 3 to 10 years).

The Company charges the cost of repairs and minor replacements to the appropriate operating
expense accounts and capitalizes the cost of renewals and betterments. Gains or losses resulting from
retirements or other dispositions of operating property in the normal course of business are credited or
charged to the accumulated provision for depreciation.

The Company recorded a liability for its interest in Palo Verde equal to the present value of the
Company's portion of total estimated decommissioning costs using a cost inflation rate of 3% and a
discount rate of 6%. Accretion of the decommissioning liability is charged to other interest charges in
the statements of operations. Changes in the decommissioning liability arising from changes in the
timing or amount of estimated total decommissioning costs are capitalized to utility plant.

The cost of nuclear fuel is amortized to fuel expense on a units-of-production basis. A provision
for spent fuel disposal costs is charged to expense based on requirements of the Department of Energy
(the "DOE") for disposal cost of approximately one-tenth of one cent on each kWh generated. The

Company is also expensing its share of costs, as incurred, associated with on-site spent fuel storage at
Palo Verde. See Note C.

Impairment of Long-Lived Assets. The Company evaluates impairment of its long-lived assets and
certain intangible assets whenever events or changes in circumstances indicate that the carrying amount
of the asset may not be recoverable. An asset is deemed impaired if the sum of the expected future cash
flows 1s less than the carrying amount of the asset.

Caprtalized Interest. 'The Company capitalizes interest cost to construction work in progress and
nuclear fuel in process in accordance with SFAS No. 34, "Capitalization of Interest Cost."

Cash and Cash Equivalents. All temporary cash investments with an original maturity of three
months or less are considered cash equivalents.

Investments. The Company's marketable securities, included in decommissioning trust funds in the
balance sheets, are reported at fair market value and consist primarily of equity securities and municipal,
federal and corporate bonds in trust funds established for decommissioning of its interest in Palo Verde.
Such marketable securities are classified as "available-for-sale" securities and, as such, unrealized gains
and losses are included in accumulated other comprehensive income as a separate component of
common stock equity. However, if declines in fair value of marketable securities below original cost
basis are determined to be other than temporary, then the declines are reported as losses in the
consolidated statement of operations and a new cost basis is established for the affected securities at fair
value.
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Inventories. Inventories, primarily parts, materials, supplies and fuel oil are stated at average cost
not to exceed recoverable cost.

Electric Utility Operating Revenues Net of Energy Expenses. The Company accrues revenues for services
rendered, including unbilled electric service revenues. Energy expenses are stated at actual cost
incurred. The Company's Texas and New Mexico (as of June 2001) retail customers are presently being
billed under a fixed fuel factor approved by the state commissions. The Company's recovery of energy
expenses in these jurisdictions is subject to periodic reconciliations of actual energy expenses incurred to
actual fuel revenues collected. Rate tariffs currently applicable to certain FERC jurisdictional customers
contain energy cost adjustment provisions designed to recover the Company's actual energy expenses.
The difference between energy expenses incurred and fuel revenues charged to the Company's Texas,
New Mexico and applicable FERC jurisdictional customers, as determined under Texas and New
Mexico Commission rules and FERC rate tariffs, is reflected as net over/undercollection of fuel
revenues in the balance sheets.

Allowance for Doubtful Accounts. Additions, deductions and balances for allowance for doubtful
accounts for 2001, 2000 and 1999 are as follows (in thousands):

20601 2000 1999
Balance at beginning of year..........cccouecocueeee. $ 3,325 $ 2,461 $ 1,770
Additions:
Charged to costs and expense................ 3,962 2,871 2,431
Charged to other accounts(1)................. 689 541 715
Deductions(2) .....cocceevreernireeeineeanineneniesneeenn 4,451 2,548 2.455
Balance at end of year......cccoocevenvinincnens 8 3525 § 3325 § 2461

(1) Recovery of amounts previously written off.
(2) Uncollectible receivables written off.

Income Taxes. The Company accounts for federal and state income taxes under the asset and
liability method of accounting for income taxes. Under this method, deferred income taxes are
recognized for the estimated future tax consequences of "temporary differences” by applying enacted
statutory tax rates for each taxable jurisdiction applicable to future years to differences between the
financial statement carrying amounts and the tax bases of existing assets and liabilities. The Company
records a valuation allowance to reduce its deferred tax assets to the extent it is more likely than not that
such deferred tax assets will not be realized. The effect on deferred tax assets and liabilities of a change
in tax rate is recognized in income in the period that includes the enactment date.

Earmings per Share. Basic earnings per common share is computed by dividing net income, after
deducting the preferred stock dividend requirements, by the weighted average number of common
shares outstanding. Diluted earnings per common share is computed by dividing net income, after
deducting the preferred stock dividend requirements, by the weighted average number of common
shares and dilutive potential common shares outstanding.
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Benefit Plans. See Note J for accounting policies regarding the Company's retirement plans and
postretirement benefits.

Stock Options and Restricted Stock. The Company has a long-term incentive plan which reserves
shares of common stock for issuance to officers, key employees and non-employee directors through the
award or grant of stock options and restricted stock. The Company has adopted the disclosure-only
provisions of SFAS No. 123, "Accounting for Stock-Based Compensation" ("SFAS No. 123").
Accordingly, compensation expense is recognized for the intrinsic value, if any, of option grants at
measurement date ratably over the vesting period of the options. Compensation expense for the
restricted stock awards is recognized for the fair value as measured by the quoted market price of the
shares at the award date ratably over the restriction period. Unearned compensation related to
restricted stock awards is shown as a reduction of common stock equity.

Reclassification.  Certain amounts in the financial statements for 2000 and 1999 have been
reclassified to conform with the 2001 presentation.
Supplemental Statememnts of Cash Flows Disclosures (in ﬂmusdncﬂs)

‘ Years Ended December 31,
2001 20650 1299

Cash paid for:
Interest on long-term debt and
financing obligations .........ccccocevinnne $ 61,067 $ 64,141 b 72,600
Income taxes......ovvvevveeiiciieieeccviieve e 3,550 1,200 1,882
Other INterest.......oovvviiceciiircciiccennens 23 ' 237 702

Non-cash investing and financing activities:

Grants of restricted shares of

COMMON StOCK .ovveeeriiiiiiiiiee e, 2,597 1,761 1,716
Remeasurements of options............cccceceee 430 - -
Acquisition of treasury stock for

OPioNS eXErcised ..oovvvivvireniirennriiencnnes - 500 -
Issuance of preferred stock for

pay-in-kind dividends..........ccooeveenne. = - 3,867
Change in estimate of decommissioning

liability capitalized to electric

plant in SErvice .....ocoveeiiniceciiniiicnns 1,795 - -

B. Regulztion
Gemneral

In 1999, both Texas and New Mexico enacted electric utility industry restructuring laws
requiring competition in certain functions of the industry and ultimately in the Company's service area.
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Competition in New Mexico was scheduled to begin on January 1, 2002 under the New Mexico
Restructuring Law. On March 8, 2001, however, the New Mexico Restructuring Law was amended to
delay the start of competition for five years until January 1, 2007. Under the Texas Restructuring Law,

the Company's Texas service area is exempt from competition until the expiration of the Freeze Period
in August. 2005.

The Company continues to work to become more competitive in response to these restructuring
laws and to other regulatory, economic and technological changes occurring throughout the industry.
Deregulation of the production of electricity and related services and increasing customer demand for
lower priced electricity and other energy services have accelerated the industry's movement toward more
competitive pricing and cost structures. Those competitive pressures could result in the loss of customers
and diminish the ability of the Company to fully recover its investment in generation assets. In January
2002, competition was initiated in most parts of Texas. As a result, the Company may face increasing
pressure on its retail rates and its rate freeze under the Texas Rate Stipulation. The Company's results
of operations and cash flows may be adversely affected if it cannot maintain its current retail rates.

Texas Regulatory Matters

The rates and services of the Company in Texas municipalities are regulated by those
municipalities and in unincorporated areas by the Texas Commission. The largest municipality in the
Company's service area is the City of ElPaso. The Texas Commission has exclusive appellate
jurisdiction to review municipal orders and ordinances regarding rates and services in Texas and
jurisdiction over certain other activities of the Company. The decisions of the Texas Commission are
subject to judicial review.

Deregulation. 'The Texas Restructuring Law requires an electric utility to separate its power
generation activities from its transmission and distribution activities by January 1, 2002. In January
2002, competition was instituted in most parts of Texas. Nonetheless, the Texas Restructuring Law
specifically recognizes and preserves the substantial benefits the Company bargained for in its Texas
Rate Stipulation and Texas Settlement Agreement, exempting the Company's Texas service area from
retail competition, and preserving rates at their current levels until the end of the Freeze Period. At the
end of the Freeze Period, the Company will be subject to retail competition and at that time will be
permitted to recover nuclear decommissioning costs in rates, but will have no further claim for recovery
of stranded costs. Stated simply, stranded costs are the positive difference, if any, between the book value

of electric generating assets, including long-term purchase power contracts, and the market value of
those assets.

Although the Company is not subject to the Texas restructuring requirements untl the
expiration of the Freeze Period, the Company sought Texas Commission approval of the Company's
corporate restructuring in anticipation of complying with the restructuring requirements of the
New Mexico Restructuring Law. In December 2000, the Texas Commission approved the Company's
corporate restructuring plan. However, the amended New Mexico Restructuring Law now prohibits the
separation of the Company's generation activities from its transmission and distribution activities before
September 1, 2005, directly conflicting with the Texas Restructuring Law requiring separation of these
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activities after expiration of the Freeze Period in August 2005. Accordingly, in either 2004 or.2005, the
Company will seek New Mexico Commission approval to separate the Company's generation activities
from its transmission and distribution activities to allow the Company to comply with the Texas
Restructuring Law requirements.

Texas Rate Stipulation and Texas Settlement Agreement. The Texas Rate Stipulation and Texas
Settlement Agreement govern the Company's rates for its Texas customers, but do not deprive the Texas
regulatory authorities of their jurisdiction over the Company during the Freeze Period. However, the
Texas Commission determined that the rate freeze is in the public interest and results in just and
reasonable rates. Further, the signatories to the Texas Rate Stipulation (other than the Texas Office of
Public Utility Counsel and the State of Texas) agreed not to seek to initiate an inquiry into the
reasonableness of the Company's rates during the Freeze Period and to support the Company's
entitlement to rates at the freeze level throughout the Freeze Period. The Company believes, but cannot
assure, that its cost of service will support rates at or above the freeze level throughout the Freeze Period
and, therefore, does not believe any attempt to reduce the Company's rates would be successful.
However, during the Freeze Period, the Company is precluded from seeking base rate increases in
Texas, even in the event of increased operating or capital costs. In the event of a merger, the parties to
the Texas Rate Stipulation retain all rights provided in the Texas Rate Stipulation, the right to
participate as a party in any proceeding related to the merger, and the right to pursue a reduction in
rates below the freeze level to the extent of post-merger synergy savings.

Fuel.  Although the Company's base rates are frozen in Texas, pursuant to Texas Commission
rules and the Texas Rate Stipulation, the Company can request adjustments to its fuel factor to more
accurately reflect projected energy costs associated with the provision of electricity as well as seek
recovery of past undercollections of fuel revenues.

In October 2001, the Texas Commission approved a unanimous settlement agreement (the
"Texas Fuel Settlement”) between the Company and the parties which had intervened, including the
City of El Paso, which increased the Texas fuel factor to $0.02494 per kWh. This factor was
implemented on an interim basis in April 2001 and increased fuel revenue collections by $11.7 million
for the year ended December 31, 2001. The Texas Fuel Settlement also provides for the surcharge of
underrecovered fuel costs as of December 31, 2000 of approximately $15 million plus interest over an
18-month period. The fuel surcharge was implemented on an interim basis beginning with the first
billing cycle in June 2001. The Texas Fuel Settlement provides for the final agreement between the
parties for the non-recovery of certain purchased power contract costs as well as the favorable disposition
of previously unrecognized Palo Verde performance rewards, including interest. These provisions taken
together did not have a material effect on the Company's results of operations and resulted in an
$11.0 million increase in Net Undercollection of Fuel Revenues and a $10.5 million increase in Deferred
Credits and Other Liabilities — Other, which were recorded in June 2001. The Company also agreed to
a prospective change in the Palo Verde performance standards, which materially reduced the potentlal
for future rewards and penalties on a symmetrical basis.

- The Company anticipates terminating its interim fuel surcharge earlier than expected and
anticipates filing a petition with the Texas Commission in April 2002 to end that surcharge of
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underrecovered fuel costs. The interim fuel surcharge, as well as the Company's other energy expenses
through year-end 2001, will be subject to final review by the Texas Commission in the Company's next
fuel reconciliation proceeding, which is expected to be filed in June 2002. The Texas Commission staff,
local regulatory authorities such as the City of El Paso, and customers are entitled to intervene in a fuel
reconciliation proceeding and to challenge the prudence of fuel and purchased power expenses.

Palo Verde Performance Standards. The Texas Commission established performance standards for
the operation of Palo Verde, pursuant to which each Palo Verde unit is evaluated annually to determine
whether its three-year rolling average capacity factor entitles the Company to a reward or subjects it to a
penalty. As mentioned above these performance standards were materially altered during 2001. The
capacity factor is calculated as the ratio of actual generation to maximum possible generation. If the
capacity factor, as measured on a station-wide basis for any consecutive 24-month period, should fall
below 35%, the Texas Commission can also reconsider the rate treatment of Palo Verde, regardless of
the provisions of the Texas Rate Stipulation and the Texas Settlement Agreement. The removal of
Palc Verde from rate base could have a significant negative impact on the Company's revenues and
financial condition. The Company has calculated approximately $1 million of performance rewards for
the 2001 reporting period. These rewards will be included, along with energy costs incurred, as part of
the Texas Commission's review during the periodic fuel reconciliation proceedings discussed above.
Those performance rewards will not be recorded on the Company's books until the Texas Commission
has ordered a final determination in a fuel reconciliation proceeding. Performance penalties are
recorded when assessed as probable by the Company.

New Mexico Regulatory Matters

The New Mexico Commission has jurisdiction over the Company's rates and services in
New Mexico and over certain other activities of the Company, including prior approval of the issuance,
assumption or guarantee of securities. The New Mexico Commission's decisions are subject to judicial
review. The largest city in the Company's New Mexico service territory is Las Cruces.

Deregulation.  In March 2001, the New Mexico Legislature amended the New Mexico
Restructuring Law to postpone deregulation in New Mexico until January 1, 2007, and to prohibit the
separation of a utility's transmission and distribution activities from its existing generation activities prior
to September 1, 2005. The amended New Mexico Restructuring Law permits utilities to form holding
companies subject to New Mexico approval with conditions. It also allows the utility, until corporate
separation occurs, to participate in unregulated generation activities if the generation is not intended to
serve New Mexico retail customers.

The amended New Mexico Restructuring Law prohibiting the separation of the Company's
generation activities from its transmission and distribution activities prior to September 1, 2005 may
conflict with the Texas Restructuring Law requiring separation of those activities after the expiration of
the Freeze Period in August 2005. Accordingly, the Company is currently evaluating possible benefits, if
any, of forming a holding company prior to 2005. The Company anticipates that it will seek
New Mexico Commission approval to separate the Company's generation activities from its transmission
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and distribution activities in either 2004 or 2005 to allow the Company to restructure at the earliest time
allowable.

The amended New Mexico law required the New Mexico Commission to approve previously
filed applications to form holding companies to the extent that the applications do not conflict with the
provisions of the law as amended and are otherwise in the public interest. Accordingly, in early April
2001, the Company filed its suggested amendments to its previously filed proposed corporate
restructuring plan. The filing sought to conform the Company's proposal with the requirements under
the amended law which requires the regulated utility to continue to own all regulated generation
currently owned and operated by the utility. On June 28, 2001, the New Mexico Commission issued its
order approving formation of a holding company for the Company, but also placing thirty-eight
conditions upon its approval. The conditions included numerous reporting and compliance
requirements as well as strict prohibitions on certain intercompany activity. The Company sought
rehearing on the order, which was denied without action by the Commission. The Company filed an
appeal with the New Mexico Supreme Court on September 15, 2001. After reviewing the Company's
options in light of the Commission's holding company order, the Company determined it was in its best
interest to withdraw its request for a holding company and request that the Commission vacate the
order. The Company, the New Mexico Commission and the Attorney General filed a joint motion
asking the Court to dismiss the appeal so the Commission could vacate the order and allow the
Company to withdraw its application. The Court dismissed the appeal on October 10, 2001, and the
Commission vacated the order on December 18, 2001. Thus, the Company is no longer subject to the
holding company conditions. The Company may request approval of a holding company at a later date,
if and when needed, subject to whatever legal requirements are in effect at that time.

The New Mexico Restructuring Law allows the Company to recover reasonable, prudent and
unmitigated costs that the Company would not have incurred but for its compliance with the
New Mexico Restructuring Law. The March 2001 amendment to the New Mexico Restructuring Law
did not address the recovery of transition costs spent to date. The Company cannot predict whether and
to what extent the New Mexico Commission will allow the Company to recover these transition costs
during the five year delay. Such costs, to the extent they are not capitalizable as fixed assets, are
expensed as incurred.

Fuel. The New Mexico Settlement Agreement entered into in October 1998 eliminated the then
existing fuel factor of $0.01949 per kWh incorporating it into frozen base rates. Accordingly, the
Company was required to absorb any increases in fuel and purchased power ("energy") expenses related
to its New Mexico retail customers until new rates were implemented subsequent to the end of the rate
freeze on April 30, 2001. The average energy costs incurred for New Mexico jurisdictional customers
exceeded this fuel factor by a substantial amount. Therefore, on April 23, 2001, the Company filed a
petition with the New Mexico Commission proposing a settlement that would implement a new fixed
fuel factor and reinstate for a two-year period a fuel adjustment clause in lieu of a base rate increase (the
"New Mexico Fuel Factor Agreement"”). The New Mexico Commission allowed the Company to
implement its New Mexico Fuel Factor Agreement on an interim basis, beginning on June 15, 2001,
subject to final approval of the New Mexico Commission. The New Mexico Commission entered its
final order on January 8, 2002, setting a fixed fuel factor of $0.01501 per kWh.
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Due to the decrease in gas prices since mid-2001, on February 12, 2002, the Company filed a
petition with the New Mexico Commission for a fuel factor decrease to $0.00420 per kWh. The
New Mexico Commission issued an order approving that decrease on February 19, 2002,

Federal Regulatory Matters

Federal Energy Regulatory Commussion. The Company is subject to regulation by the FERC in certain
matters, including rates for wholesale power sales, transmission of electric power and the issuance of
securities.

Fuel. Under FERC regulations, the Company's fuel factor is adjusted monthly for almost all
FERC jurisdictional customers. Accordingly, any increase or decrease in energy expenses immediately
flows through to such customers.

RTOs. On December 15, 1999, the FERC approved its final rule ("Order 2000") on Regional
Transmission Organizations ("RTOs"). Order 2000 strongly encourages, but does not require, public
utilities to form and join RTOs. Order 2000 also proposes RTO startup by December 15, 2001. The
Company is an active participant in the development of WestConnect, formerly known as the Desert
Southwest Transmission and Reliability Operator. The Company believes WestConnect will qualify as
an RTO under Order 2000. The Company intends, subject to the resolution of outstanding issues, to
participate in WestConnect. As a participating transmission owner, the Company will transfer
operations of its transmission system to WestConnect. The WestConnect proposal was submitted to the
FERC on October 15, 2000. On March 1, 2001, the WestConnect proposal was updated to inform the
FERC that the start of WestConnect operations would be delayed. WestConnect currently is scheduled
to become operational by January 1, 2003. If WestConnect should fail to become operational, the
Company would seek to participate in another RTO similar to WestConnect.

Department of Energy. The DOE regulates the Company’s exports of power to Comision Federal de
Electricidad de Mexico ("CIFE") in Mexico pursuant to a license granted by the DOE and a presidential
permit. The DOE has determined that all such exports over international transmission lines shall be
made in accordance with Order No. 888, which established the FERC rules for open access. The DOE
is authorized to assess operators of nuclear generating facilities a share of the costs of decommissioning
the DOE's uranium enrichment facilities and for the ultimate costs of disposal of spent nuclear fuel. See
Note C for discussion of spent fuel storage and disposal costs.

Nuclear Regulatory Commussion. The Nuclear Regulatory Gommission ("INRC") has jurisdiction over
the Company's licenses for Palo Verde and regulates the operation of nuclear generating stations to
protect the health and safety of the public from radiation hazards. The NRC alsc has the authority to
conduct environmental reviews pursuant to the National Environmental Policy Act.
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Sales for Resale

During 2001, the Company provided Imperial Irrigation District ("IID") with 100 MW of firm
capacity and associated energy and 50 MW of system contingent capacity and associated energy
pursuant to a’ 17-year agreement which expires on April 30, 2002. The Company also provided
Texas-New Mexico Power ("TNP") in 2001 with up to 25 MW of firm capacity and associated energy
pursuant to an agreement that expires on December 31, 2002. The contract allows TINP to specify a
maximum annual amount up to 75 MW with one year's notice. The Company received notice from
TNP in December 2000 that TINP was electing to take 75 MW in 2002. The Company also sold
40 MW of firm capacity and associated energy to CFE during May 2001 and 100 MW during June
through September 2001.

C. Palo Verde and Other Jointly-Owned Utility Plant

The Company owns a 15.8% interest in each of the three nuclear generating units and Common
Facilities at Palo Verde. The Palo Verde Participants include the Company, five other utilities and
Arizona Public Service Company ("APS"), which serves as operating agent for Palo Verde. The
operation of Palo Verde and the relationship among the Palo Verde Participants is governed by the
Arizona Nuclear Power Project Participation Agreement (the "ANPP Participation Agreement").

Pursuant to the ANPP Participation Agreement, the Palo Verde Participants share costs and
generating entitlements in the same proportion as their percentage interests in the generating units, and
each participant is required to fund its proportionate share of fuel, other operations, maintenance and
capital costs. The ANPP Participation Agreement provides that if a participant fails to meet its payment
obligations, each non-defaulting participant shall pay its proportionate share of the payments owed by
the defaulting participant. :

Other jointly-owned utility plant includes a 7% interest in Units 4 and 5 at Four Corners
Generating Station ("Four Corners") and certain other transmission facilities. A summary of the
Company's investment in jointly-owned utility plant, excluding fuel, at December 31, 2001 and 2000 is
as follows (in thousands):

December 31, 2001 December 31, 2000

Palo Verde Palo Verde
Station Other Station Other
Electric plant in service ..o, § 606,743 § 183942 § 599,798 § 182,982
Accumulated depreciation................ (120,454) (84,631) (102,862) (70,097)
Construction work in progress.......... 29,152 1,826 19,405 1,681

Decommussioning. Pursuant to the ANPP Participation Agreement and federal law, the Company
must fund its share of the estimated costs to decommission Palo Verde Units 1, 2 and 3, including the
Common Facilities, over their estimated useful lives of 40 years (to 2024, 2025 and 2027, respectively).
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The Company's funding requirements are determined periodically based upon engineering cost
estimates performed by outside engineers retained by APS.

In December 2001, the Palo Verde Participants received a preliminary version of the 2001
decommissioning study. The 2001 preliminary study determined that the Company will have to fund
approximately $312.2 million (stated in 2001 dollars) to cover its share of decommissioning costs. The
previous cost’ estimate from a 1998 study determined that the Company would have to fund
approximately $280.5 million (stated in 1998 dollars). The 2001 estimate reflects a 11.3% increase from
the 1998 estimate primarily due to increases in estimated costs for site restoration at each unit, spent fuel
storage after operations have ceased and for the Unit2 steam generator storage. The Company
anticipates Palo Verde Participant approval of the 2001 preliminary study in the second quarter of 2002
with no significant change. See "Spent Fuel Storage™ below.

Although the 2001 preliminary study was based on the latest available information, there can be
no assurance that decommissioning cost estimates will not continue to increase in the future or that
regulatory requirements will not change. In addition, until a new low-level radioactive waste repository
opens and operates for a number of years, estimates of the cost to dispose of low-level radioactive waste
are subject to significant uncertainty. The decommissioning study is updated every three years and a
new study is expected to be completed in 2004. See "Disposal of Low-Level Radioactive Waste" below.

Historically, regulated utilities such as the Company have been permitted tc collect in rates the
costs of nuclear decommissioning. Under deregulation legislation in both Texas and New Mexico, the
Company expects to continue to be able to collect from customers the costs of decommissioning. The
collection mechanism in both states will be a "non-bypassable wires charge" through which all
customers, even those who choose to purchase energy from a supplier other than the Company, will pay
a fee to the Company's electric distribution subsidiary. The amount of this fee will be approved by the
Texas and New Mexico Commissions and will cover decommissioning, among other things. In the
Company's case, the fee will begin to be collected in Texas following the end of the Ireeze Period in
August 2005 and in New Mexico in 2007, which is the current date for the beginning of retail
deregulation. While the Company is entitled to collect decommissioning costs in full under Texas law,
there is some uncertainty in New Mexico as to the ability to collect 100% of such costs. See Note B.

The Company has established external trusts with independent trustees, which enable the
Company to record a current deduction for federal income tax purposes of a portion of amounts funded.
As of December 31, 2001 and 2000, the fair market value of the trust funds was approximately
$60.9 million and $60.2 million, respectively, which is reflected in the Company's balance sheets in
deferred charges and other assets.

Spent Fuel Storage. The spent fuel storage facilities at Palo Verde will have sufficient capacity to
store all fuel expected to be discharged from normal operation of all three Palo Verde units through
2003. Alternative on-site storage facilities are currently being constructed to supplement existing
facilities. Spent fuel will be removed from the original facilities as necessary and placed in special
storage casks which will be stored at the new facilities until accepted by the DOE for permanent
disposal. The alternative facilities will be built in stages to accommodate casks on an as needed basis and
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are expected to be available for use by the end of 2002. APS believes that spent fuel storage or disposal
methods will be available for use by Palo Verde to allow its continued operation through the term of the
operating license for each Palo Verde unit.

Pursuant to the Nuclear Waste Policy Act of 1982, as amended in 1987 (the "Waste Act"), the
DOE is legally obligated to accept and dispose of all spent nuclear fuel and other high-level radioactive
waste generated by all domestic power reactors. In accordance with the Waste Act, the DOE entered
into a spent nuclear fuel contract with the Company and all other Palo Verde Participants. In
November 1989, the DOE reported that its spent nuclear fuel disposal facilities would not be in
operation until 2010. Subsequent judicial decisions required the DOE to start accepting spent nuclear
fuel by jJanuary 31, 1998. The DOE did not meet that deadline, and the Company cannot currently
predict when spent fuel shipments to the DOE's permanent disposal site will commence.

In July 1998, APS filed, on behalf of all Palo Verde Participants, a petition for review with the
United States Court of Appeals for the District of Columbia Circuit seeking confirmation that findings
by the Circuit Court in a prior case brought by Northern States Power regarding the DOE's failure to
comply with its obligation to begin accepting spent nuclear fuel would apply to all spent nuclear fuel
contract holders. The Circuit Court held APS' petition in abeyance pending the United States Supreme
Court's decision to review the Northern States Power case. In November 1998, the Supreme Court
denied review of this case. The Circuit Court subsequently dismissed APS’ petition after the Circuit
Court issued clarifying orders essentially granting the relief sought by APS. APS is monitoring pending
litigation between the DOE and other nuclear operators before initiating further legal proceedings or
other procedural measures on behalf of the Palo Verde Participants to enforce the DOE's statutory and
contractual obligations. The Company is unable to predict the outcome of these matters at this time.

The Company expects to incur significant on-site spent fuel storage costs during the life of
Palo Verde that the Company believes are the responsibility of the DOE. These costs will be expensed
as incurred until an agreement is reached with the DOE for recovery of these costs. However, the
Company cannot predict when, if ever, these additional costs will be recovered from the DOE.

Disposal of Low-Level Radioactive Waste. Congress has established requirements for the disposal by
each state of low-level radioactive waste generated within its borders. Arizona, California, North Dakota
and South Dakota have entered into a compact (the "Southwestern Compact”) for the disposal of
low-level radioactive waste. California will act as the first host state of the Southwestern Compact, and
Arizona will serve as the second host state. The construction and opening of the California low-level
radioactive waste disposal site in Ward Valley has been delayed due to extensive public hearings,
disputes over environmental issues and review of technical issues related to the proposed site. Palo Verde
is projected to undergo decommissioning during the period in which Arizona will act as host for the
Southwestern Compact. However, the opposition, delays, uncertainty and costs experienced in
California demonstrate possible roadblocks that may be encountered when Arizona seeks to open its
own waste repository.

Steam Generators. Palo Verde has experienced some degradation in the steam generator tubes of
each unit. APS has undertaken an ongoing investigation and analysis and has performed corrective
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actions designed to mitigate further degradation. Corrective actions have included changes in
operational procedures designed to lower the operating temperatures of the units, chemical cleaning and
the implementation of other technical improvements.

The projected service lives of the units' steam generators are reassessed by APS periodically in
conjunction with inspections made during scheduled outages of the Palo Verde units. In
December 1999, the Palo Verde Participants unanimously approved installation of new steam
generators in Unit 2. This decision was based on an analysis of the net economic benefit from expected
improved performance of the unit and the need to realize continued production from that unit over its
full licensed life. APS has advised the Company that the fabrication of Unit 2 steam generators is
proceeding on schedule, with plans to install the replacement steam generators at Unit 2 during the fall
2003 refueling outage. The Company's portion of total costs associated with construction and installation
of new steam generators in Unit 2 is currently estimated not to exceed $45 million, including
approximately $4.9 million of replacement power costs.

Recently, APS discovered potential accelerated degradation in the tubes in Units 1 and 3 and has
tentatively concluded that it may be economically desirable to replace the steam generators at those
units. While the economic analysis is not yet complete, and a final determination of whether Units 1 and
3 will require steam generator replacement to operate over their full licensed lives has not yet been
made, the Company and the other participants have approved the expenditure of $25.6 million (the
Company's portion being $4.04 million) in 2002 to procure long lead time materials for fabrication of a
spare set of steam generators for either Unit 1 or 3. The Company also anticipates a request from APS
in the summer of 2002 for approval to spend up to $70.0 million (the Company's portion being
$11.0 million) for the fabrication of one spare set of steam generators to be used in either Unit 1 or 3.
These actions will provide the Palo Verde participants an option to replace the steam generators at
either Unit 1 or 3 as early as fall 2003, should they ultimately choose to do so. Any such replacements
would also require the unanimous approval of the Palo Verde participants.

The Texas Rate Stipulation precludes the Company from seeking a rate increase to recover
additional capital costs incurred at Palo Verde during the Freeze Period. The Company may request
recovery of a portion of these costs through regulated rates in New Mexico. See Note B. Finally, the
Company cannot assure that it will be able to recover these capital costs through its wholesale power
rates or its competitive retail rates that become applicable after the start of competition.

Liablity and Insurance Matters.. In 1957, Congress enacted the Price-Anderson Act as an
amendment to the Atomic Energy Act to provide a system of financial protection for persons who may
be injured and persons who may be liable for a nuclear incident. The amount of DOE indemnification
currently available under the act is $9.43 billion. Additionally, the Palo Verde Participants have public
liability insurance against nuclear energy hazards up to the full limit of liability under the Price-
Anderson Act. The insurance consists of $200 million of primary liability insurance provided by
commercial insurance carriers, with the balance being provided by an industry-wide retrospective
assessment program, pursuant to which industry participants would be required to pay a retrospective
assessment to cover any loss in excess of $200 million. ~Effective August 1998, the maximum
retrospective assessment per reactor for each nuclear incident is approximately $88.1 million, subject to
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an annual limit of §10 million per incident. Based upon the Company's 15.8% interest in Palo Verde,
the Company's maximum potential retrospective assessment per incident is approximately $41.8 million
for all three units with an annual payment limitation of approximately $4.7 million.

The Price-Anderson Act was amended in 1988 to extend its term until August 1, 2002, On that
date, the DOE's authority to provide DOE indemnification in a contract will expire. Accordingly, if the
Price-Anderson Act is not extended, the DOE indemnification will not cover activity under any contract
entered into after August 1, 2002. That expiration will not affect activity under a contract in effect on
that date. In November 2001, the U.S. House of Representatives voted in favor of reauthorization of the
Price-Anderson Act. The measure, H.R. 2983, extends Price-Anderson coverage for an additional
fifteen years. The U.S. Senate could take up the measure early in the second session of the
107th Congress.

The Palo Verde Participants maintain "all risk" (including nuclear hazards) insurance for damage
to, and decontamination of, property at Palo Verde in the aggregate amount of $2.75 billion, a
substantial portion of which must first be applied to stabilization and decontamination. Finally, the
Company has obtained insurance against a portion of any increased cost of generation or purchased
power which may result from an accidental outage of any of the three Palo Verde units if the outage
exceeds 12 weeks.

D. Commen Stock
Overview

The Company's common stock has a stated value of $§1 per share, with no cumulative voting
rights or preemptive rights. Holders of the common stock have the right to elect the Company's
directors and to vote on other matters.

Lomng-Term Incentive Plans

~ The Company shareholders have approved the adoption of two stock-based long-term incentive
plans. The first plan was approved in 1996 (the "1996 Plan") and authorized the issuance of up to
3.5 million shares of common stock for the benefit of officers, key employees and directors. The second
plan was approved in 1999 (the "1999 Plan") and authorized the issuance of up to two million shares of
common stock for the benefits of directors, officers, managers, other employees and consultants. The
common stock will be issued through the award or grant of non-statutory stock options, incentive stock
options, stock appreciation rights, restricted stock, bonus stock and performance stock.
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Stock Options.  Stock options have been granted at exercise prices equal to or greater than the
market value of the underlying shares at the date of grant. The options expire ten years from the date of
grant unless terminated earlier by the Board of Directors. The following table summarizes the
transactions of the Company's stock options for 2001, 2000 and 1999:

Weighted
Average
Number of Exercise
Shares Price
Unexercised options outstanding at December 31, 1998 ... 2,535,000 $ 6.17
Options granted ........ccccovvviecciniiniiniinccceee! 255,644 8.24
Options eXercised......ocvvviriiereriniecnnireneeienene v - -
Options forfeited ..., - -
Unexercised options outstanding at December 31, 1999 ... 2,750,644 6.36
Options granted ..o 248,159 11.48
Options eXercised........ccoccouereirecirrieieneeneeeereeeenns (93,955) 5.32
Options forfeited .........ccoooeiiiviiiiiiin, - -
Unexercised options outstanding at December 31, 2000 ... 2,944,848 6.86
Options granted ..o, 706,677 14.04
Options eXercised......oceevirerenieecorinieecineeeeeennne (1,396,045) 5.93
Options forfeited ..o — -
Unexercised options outstanding at December 31, 2001 ... 2,255,480 9.64

Stock option awards provide for vesting periods of up to six years. Stock options outstanding and
exercisable at December 31, 2001 are as follows:

Options Qutstanding Options Exercisable

Average Weighted Weighted
Exercise Remaiming Average Average
Price Number Contractual Exercise Number Exercise

Range Outstanding Life im Years Price Exercisable Price
$ 556 -% 9.8125 1,393,076 54 5 7.08 1,071,076 $ 6.78
10.375 - 15.99 862,404 9.6 18.77 162,404 12,63

2,255,480 1,233,480

The number of stock options exercisable and the weighted average exercise price of these stock options
at December 31, 2001, 2000 and 1999 are as follows:

December 31,

2001 2000 1999
Number of stock options exercisable .......... 1,233,480 2,159,848 1,770,644
Weighted average exercise price................. $ 7.55 $ 6.22 $ 6.06
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The Company has adopted the disclosure-only provisions of SFAS No. 123.  Accordingly,
compensation expense 1s only recognized for any intrinsic value of stock option grants at the
measurement date. Had compensation expense for the plan been determined based on the fair value at
the grant date, consistent with the provisions of SFAS No. 123, the Company's net earnings and earnings
per share would have been reduced to the pro forma amounts presented below:

Years Ended December 31,

2001 2000 1999
Net income applicable to common
stock (in thousands):

Asreported ....cooiviniienriereieeenne $ 63,659 $ 58,392 § 28,276

Pro forma......coooiiiiiiiiiiiciinicns 62,275 57,403 27,380
Basic earnings per share: ‘

Asreported .....c.ocooiiiiiiiiiinin, 1.25 - 1.08 0.48

Pro forma......ccccooviviiiiiiiinicncnnn, 1.23 1.06 0.46
Diluted earnings per share: : :

As reported ..o, 1.23 1.06 0.47

Proforma....cooeveeeeineeeeeeeeeeeeenaan 1.20 1.04 0.46

The fair value for these options was estimated at the grant date using the Black-Scholes option
pricing model. Weighted average assumptions and grant-date fair value for 2001, 2000 and 1999 are
presented below:

2001 2000 1999
Risk-free interest rate 3.06% - 6.23% 3.01%
Expected life, in years 10 10 10
Expected volatility : 27.92% 33.85% 33.98%
Expected dividend yield - - -
Fair value per option $7.18 $6.78 $4.58

Restricted Stock. The Company has awarded vested and unvested restricted stock awards under the
1996 and 1999 Plans. Restrictions from resale generally lapse, and unvested awards vest, over periods of
four to five years. The market value of vested restricted stock awards is expensed at the time of grant.
The market value of the unvested restricted stock at the time of grant is recorded as unearned
compensation as a separate component of common stock equity and is amortized to expense over the

58




EL PASO ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
restriction period. During 2001, 2000 and 1999, approximately $1.8 million, $1.6 million and

$1.2 million, respectively, related to restricted stock awards was charged to expense. The following table
summarizes the vested and unvested restricted stock awards for 2001, 2000 and 1999:

Vested Unvested Total
Restricted shares outstanding at December 31, 1998 ........ 46,464 101,521 147,985
Restricted stock awards..........cveeeciverienviiereernnencienineannnnas 94,619 116,125 210,744
Lapsed restrictions and vesting ........ccoceeveeviniininnenninnnn, (40,488) (58,021 (98,509)
FOrfeitures .....occve e - (1.432) (1,432)
Restricted shares outstanding at December 31, 1999 ........ 100,595 158,193 258,788
Restricted stock awards........occoveevicveeivvciiecceieee e 74,539 102,730 177,269
Lapsed restrictions and vesting ..........ccovevevievnininnencn, (85,107) (74,884) (159,991)
FOrfeltures ..uvvee e - - -
Restricted shares outstanding at December 31, 2000 ........ 90,027 186,039 276,066
Restricted stock awards.......c.oocvvvenveiencenccce e 15,929 171,341 187,270
Lapsed restrictions and VESHNG .......covveviieniiinieiencnnenn. (105,956) (86,850) (192,806)
FOTTEITUIES veevvvecte e s eree et e e s n e e ne e - (3,196) (3,196)
Restricted shares outstanding at December 31, 2001 ........ - 267,334 267,334

The weighted average market values at grant date for restricted stock awarded during 2001, 2000 and
1999 are $13.87, $9.93 and $8.14, respectively.

The holder of a restricted stock award has rights as a shareholder of the Company, including the
right to vote and, if applicable, receive cash dividends on restricted stock, except that certain restricted
stock awards require any cash dividend on restricted stock to be delivered to the Company in exchange
for additional shares of restricted stock of equivalent market value.

Common Stock Repurchase Program

The Company's Board of Directors previously approved two stock repurchase programs allowing
the Company tc purchase up to twelve million of its outstanding shares of common stock. On
February 7, 2002, the Company's Board of Directors approved a third stock repurchase program
allowing the Company to purchase up to three million shares of common stock. As of December 31,
2001, the Company had repurchased 11,921,325 shares of common stock under these programs for
approximately $133.9 million, including commissions. The Company expects to continue to make
purchases primarily in the open market at prevailing prices and will also engage in private transactions,
if appropriate. Any repurchased shares will be available for issuance under employee benefit and stock
option plans, or may be retired.
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Reconciliation of Basic and Diluted Earnings Per Commeon Share

The reconciliation of basic and diluted earnings per common share before extraordinary item is
presented below:

Year Ended December 31, 2001

Per
Common
Incomme Shares Share
(In thousands)
Basic earnings per common share: ' :
Income before extraordinary item .......cc.o........ b 65,878 50,821,140  § 1.30
Effect of dilutive securities:
Unvested restricted stocK.....cccoooveeiiieeiiieeeinnnnn, - 66,426
Stock OPHONS ..veveviiiie e, - 834,785
Diluted earnings per common share:
Income before extraordinary item .........ccceneene. 8 65,878 51,722,351  § 1.27
Year Ended December 31, 2000
Per
Common
income Shares Share
(fm thousands) '
Basic earnings per common share:
Income before extraordinary item ..........cc........ $ 60,164 54,183,915 § 1.11
Effect of dilutive securities:
Unvested restricted stock......ccovovveeiivvecniiveennene. - 56,490
Stock Options ...evveeiivei - 761,220
Diluted earnings per common share:
Income before extraordinary item ........cccueene.e. 3 60,164 55,001,625  § 1.09
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Year Ended December 31, 1959

Per
Commomn
Income Shares Share
(In thousands)
Income before extraordinary item.......c.ccoeccvrninnns $ 43,809
Less:
Preferred stock:
Dividend requirements........cccocoveeririeeenennnne, 2,616
Redemption CostS..vviiiiiiiniicieniinen 9,581
Basic earnings per common share:
Income before extraordinary item applicable
to COMMON StOCK..eveiiiiieiveiiii e 31,612 59,349,468 b} 0.53
Effect of dilutive securities:
Unvested restricted stocK.......covvvnveninniiinnnnien, - 32,729
Stock OPHONS .ovvervevircii - 349,452
Diluted earnings per common share:
Income before extraordinary item applicable
to common StOCK.....ccoveiiievniicrece 3 31.612 59,731,649 § 0.53

Options that were excluded from the computation of diluted earnings per common share because
the exercise price was greater than the average market price of the common shares for the period are
listed below:

1) 60,000 options granted May 29, 1998 at an exercise price of $9.50 were excluded for all
of 1999 and the first quarter of 2000.

2) 100,000 options granted January 11, 1999 at an exercise price of $8.75 were excluded for
the first and second quarters of 199S.

3) 42,432 options granted January 1, 2000 at an exercise price of $3.81 were excluded for
the first quarter of 2000.

4) 50,000 options granted March 15, 2000 at an exercise price of §9.50 were excluded for
the first quarter of 2000.

5) 2,107 options granted October 1, 2000 at an exercise price of $13.77 were excluded for
the fourth quarter of 2000 and the first quarter of 2001.

6) 150,000 options granted December 15, 2000 at an exercise price of $12.60 were excluded
for the first quarter of 2001.

7) 2,941 options granted January 1, 2001 at an exercise price of $13.20 were excluded for
the first quarter of 2001.

8) 150,000 options granted May 10, 2001 at an exercise price of $§14.95 were excluded for
the second, third and fourth quarters of 2001.

9) 795 options granted April 1, 2001 at an exercise price of $14.60 were excluded for the
third and fourth quarters of 2001.
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10) 1,424 options granted July 1, 2001 at an exercise price of §15.99 were excluded for the
third and fourth quarters of 2001.

11) 100,000 options granted April 23, 2001 at an exercise price of §14.00 were excluded for
the fourth quarter of 2001.

E. Preferred Stock and Accumulated Other Comprehensive Income (Loss)

In March 1999, after obtaining required consents of holders of certain of the Company's
outstanding debt securities, the Company redeemed its Series A Preferred Stock. The Company paid
the redemption price of approximately $139.6 million, accrued cash dividends of $1.3 million, and
premium, fees and costs of securing the consents aggregating $9.6 million. The preferred stock had an
annual dividend rate of 11.40%. ‘

Following is a summary of the changes in the preferred stock for 1999:

Shares Amount
‘ (n thousands)
Balance at December 31, 1998 .......ccveeveeneee. 1,357,444 $ 135,744
Issuance of pay-in-kind dividends................ 38,670 3,867
Redemption of preferred stock.................... (1,396.114) (139.611)
Balance at December 31, 1999 ......ccccvvenineen, - $ -

Accumulated other comprehensive income (loss) consists of the following components (in
thousands):

Net
Unrealized
Gains (Losses) Mimimum = Accumulated
om Pemnsion Other

Marketable Liability Comprehensive

o ' Securities Adjustment Imcome (Loss)
Balance at December 31, 1998 $ 1,101 $ - $ - 1,101
Other comprehensive income ................. 3,078 - 3.078
Balance at December 31, 1999 4,179 - 4,179
Other comprehensive loss ........c.cc.oee..e. (1.277) - (1.277)
Balance at December 31, 2000 2,902 - ‘ 2,902
Other comprehensive loss ...........cocceiieee (1,639) (511) (2,150)
Balance at December 31, 2001 .........coco..... $ 1.263 b G111 $ 752
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F. Long-Term Debt and Financing Obligations

Outstanding long-term debt and financing obligations are as follows:

December 31,
2001 2000
(I thousamnds)
Long-Term Debt:
First Mortgage Bonds (1):
7.75% Series B, issued 1996, due 2001 ..oovivereiiiiiieieeiie e, % - $ 34,571
8.25% Series C, issued 1996, due 2003 ....ccooveriiiiiiinicrecreeeeerrres 42,913 84,505
8.90% Series D, issued 1996, due 2006 .....ccoeevvvieiieieciiciieeeeeceeeiies 206,682 207,052
9.40% Series E, issued 1996, due 2011 ....ccoviiviiiiiiiiieicie e 218,334 230,000
Pollution Control Bonds (2):
6.375% 1994 Series A bonds, due 2014 ..coovveiiiiiiiiciee e 63,500 63,500
6.375% 1985 Series A refunding bonds, due 2015.......ccocoociiiinnn 59,235 59,235
6.150% 1984 Series E refunding bonds, due 2014 ..o, 37,100 37,100
6.150% 1994 Series A refunding bonds, due 2013........ccocovnrncrninnn 33,300 33,300
Promissory note, due 2007 (§104,000 due in 2002) (3).....ccoooverrecviecrccncnnens 365 . 465
Total long-term debt ........cccoooiiiiiiiiic e 661,429 749,728
Finamcing Obligations: ‘ ‘
Nuclear fuel ($19,851,000 due in 2002) (4)...ccvveoveerireieiesercee e e 48,291 48,158
Total long-term debt and financing obligations..........cccooeeiiiiins 709,720 797,886
Current maturities (amount due within one year) .....c...cccoovvecieenecviennnnenn. (90.355) (57,663)

$§ 619365 § 740,223

(1) First Mortgage Bonds

Substantially all of the Company's utility plant is subject to liens under the First Mortgage
Indenture. The First Mortgage Indenture imposes certain limitations on the ability of the Company to
(i) declare or pay dividends on common stock; (ii) incur additional indebtedness or liens on mortgaged
property; and (i1i) enter into a consolidation, merger or sale of assets.

The Series C and D bonds may not be redeemed by the Company prior to maturity. The Series E
bonds may be redeemed at the option of the Company, in whole or in part, on or after February 1,
2006. The Company is not required to make mandatory redemption or sinking fund payments with
respect to the bonds prior to maturity.
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Repurchases, excluding redemption upon maturity, of First Mortgage Bonds made during 2001,
2000 and 1999 are as follows (in thousands): '

Years Ended December 31,

2061 2000 1999
7.75% Series Bo.ooovvveeeriiieerieene $ - $ 4,000 $ 24,127
8.25% Series C..oovvvvveeveeerreernn, 41,592 10,000 24,787
8.90% Series D .vveveevcveeeiiniincens 370 4,350 11,730
9.40% Series Eouvvvveeervceen, 11.666 20,498 22.900
Total cuveeeeeeecieeieeeeeee $ 53.628 3 38.848 b 83.544

Internally generated funds were used for the above repurchases. Extraordinary losses of
$2.2 million, $1.3 million, and $3.3 million, net of tax, were recorded in 2001, 2000 and 1999,
respectively, which relate to these repurchases and include the premiums paid and the unamortized
issuance costs for these repurchased First Mortgage Bonds. See Note G.

Pollution Control Bonds

The Company has four series of tax exempt Pollution Control Bonds in an aggregate principal
amount of approximately $193.1 million. Upon the occurrence of certain events, the bonds may be
required to be repurchased at the holder's option or are subject to mandatory redemption. The
bonds are redeemable at the option of the Company under certain circumstances. In August 2000,
the Company remarketed all four series of the bonds and recorded an extraordinary loss of
$0.5 million, net of tax, for the related unamortized issuance costs. The interest rates were fixed for
five years for the 6.375% bonds and two years for the 6.15% bonds. This remarketing allowed the
Company to discontinue the letters of credit and related First Mortgage Collateral Series Bonds
("Collateral Series Bonds") that previously enhanced the bond issues. The Company anticipates
remarketing the bonds at the end of the two and five year periods, as applicable. The 6.15% bonds
are classified as current maturities at December 31, 2001 since they are within one year of being
remarketed. The 6.375% bonds are due to be remarketed in 2005.

Promissory Note

The note has an annual interest rate of 5.5% and 1s secured by certain furniture and fixtures.

Nuclear Fuel Financing

The Company has available a §100 million credit facility that was renewed for a three-year term in
January 2002. The credit facility provides for up to $70 million for the financing of nuclear fuel,
which is accomplished through a trust that borrows under the facility to acquire and process the
nuclear fuel. The Company is obligated to repay the trust's borrowings with interest and has secured
this obligation with Collateral Series Bonds. In the Company's financial statements, the assets and
liabilities of the trust are reported as assets and liabilities of the Company. Any amounts not
borrowed by the trust may be borrowed by the Company for working capital needs.

The $100 million credit facility requires compliance with certain total debt and interest coverage
ratios. The Company was in compliance with these requirements throughout 2001.
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As of December 31, 2001, the scheduled maturities for the next five years of long-term debt and
financing obligations are as follows (in thousands):

100 OO $ 90,355
D003 e eeeeeeee e es e s eee e s s sees e 71,463
D004 oo eer e se e ese s ese e s e eeeees 116
005 rvereevereeeereeeseeeesese s eeeseeeeesese e eeeeeesreeeees 122,770
D008 eveereevereeree s eeeeeee e ees e eee e e s eereeeees 206,682

The table above does not reflect future obligations and maturities related to nuclear fuel purchase
commitments.

G. Income Taxes

The tax effects of temporary differences that give rise to significant portions of the deferred tax
assets and liabilities at December 31, 2001 and 2000 are presented below (in thousands):

December 31,
2001 2000
Deferred tax assetss
Benefits of federal tax loss carryforwards .........cooeovinnnn $ 60,205 § 105,009
Pensions and benefits......c.oocccoiiiiiiiiiniiniieniecece, 44,900 44,642
DecomMmISSIONING ...ccvivriiiiiieiiiceiiiteieeieeieee oo eas 33,665 31,307
Investment tax credit carryforward......c.cooerveeiivcniicicnnens 16,138 20,410
Alternative minimum tax credit carryforward .................... 21,944 18,862
Reorganization expenses financed with bonds.................... 2,841 8,275
Other (including benefits of state tax loss carryforwards).... '10.337 26,632
Total gross deferred tax assets........cccceceevenrevecrennene 190.030 255,137
Less valuation allowance:
Federal....oooveiiiieeiceeee e 9,864 12,661
STALE .o - 14911
Total valuation allowance .......ccoceecevericieninccninecenns 9.864 27,372
Net deferred tax assets ..eeeeerreeerrreeeiiieeeeeneeannns 180,166 2927.565
Deferred tax labilities:
Plant, principally due to depreciation
and basis differences........cooeeecciiieiiiiiencce (236,368) (245,412)
OHhET caivietie e (21,349) (29,432)
Total gross deferred tax liabilities........ccoviiiiiien. __(257.717) (274.844)
Net accumulated deferred income taxes........... $ (77.551) § _(47,279)

The deferred tax asset valuation allowance decreased by approximately $17.7 million,
$0.7 million, and $0.7 million in 2001, 2000 and 1999, respectively. The 2001 valuation allowance
decrease of $17.7 million consists of (i) a $2.8 million writedown related to expired investment tax credits
of $4.3 million less deferred tax benefits of $1.5 million; (ii) a $8.7 million writedown related to the
expiration of state net operating loss ("NOL") carryforwards at the end of 2001 and (iii) a $6.2 million

65




EL PASC ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

writedown of state valuation allowance, which netted with associated federal tax benefits of $2.2 million
resulted in a credit to capital in excess of stated value of $4.0 million in accordance with Statement of
Position 90-7, “Financial Reporting by Entities in Reorganization Under the Bankruptcy Code"
("SOP 90-77), to recognize a tax benefit for valuation allowance that was not used. The decreases of

$0.7 million for both 2000 and 1999 were due to a reduction of unused state NOL carryforward benefits,
which had valuation allowances recorded against them.

Based on the average annual book income before taxes for the prior three years, excluding the
effects of extraordinary and unusual or infrequent items, the Company believes that the net deferred tax
assets will be fully realized at current levels of book and taxable income. The Company's valuation
allowance of §9.9 million at December 31, 2001, if subsequently recognized as a tax benefit, would be
credited directly to capital in excess of stated value in accordance with SOP 90-7.

The Company recognized income taxes as follows (in thousands):

Years Ended December 31,

2001 2000 1999
Income tax expense:
Federals
CUITENT .ottt $ 3,354 § 2,306 $ 2,142
Deferred ..o 28,097 30,881 20415
Total federal income tax expense from '
OPErAtiONS .....iveeeesliurinneeinnennee e e : 31,451 33,187 22,557
Deferred included in extraordinary item............. (1,195) (954) (1,796)
Total federal income tax expense .............. b 30,256 8 32,233 § 20,761
State:
Deferred ...coovivevirineiiieneeienccrceceniene $ 4,973 § 5,709 § 3,075
Deferred included in extraordinary item ......... (220) (172) (331)
Total state income tax eXpense .................. $ 4,753 $ 5537 § 2.744

The current federal income tax expense for 2001, 2000 and 1999 results primarily from the
accrual of alternative minimum tax ("AMT"). Deferred federal income tax includes an offsetting AMT
benefit of $3.1 million, $2.1 million and $2.1 million f(_)r 2001, 2000 and 1999, respectively.
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Federal income tax provisions differ from amounts computed by applying the statutory rate of
35% to book income before federal income tax as follows (in thousands):

Years Ended December 31,
2801 2800 1999

Federal income tax expense computed

on income at statutory rate .......cocceeveereecearnenne $ 32870 § 31,719 § 21,432
Difference due to:

Adjustment to cash value of Company-owned

life insurance policies........cocvvveviiveceninnnenn (60) (103) (608)
Transition COStS ....oviniiiiiniiiiiiirceecnn e (362) 442 123
Reduction in estimated contingent

tax lability ..o e e (2,596) - -
OtheT e 404 175 (186)

Total federal income tax expense......c........... § 30256 § 32233 § __ 20,761

Effective federal income tax rate .......c.cceceeivceninnn. 32.2% 35.6% 33.9%

As of December 31, 2001, the Company had $172 million of federal tax NOL carryforwards,
$16.1 million of investment tax credit ("ITC") carryforwards, and $21.9 million of AMT credit
carryforwards.  If unused, the NOL carryforwards would expire at the end of 2011, the ITC
carryforwards would expire in 2002 through 2005, and the AMT credit carryforwards have an unlimited
life. The Company recorded a writedown of its expired state NOL carryforwards at the end of 2001.
These tax attributes are subject to change by the Internal Revenue Service (the "IRS") which recently
concluded the field work on its examination of the Company's 1996 through 1998 federal income tax
returns. The Company recorded a $2.6 million adjustment to reduce its estimated contingent tax
liabilities based upon discussions and agreed issues with taxing authorities. This $2.6 million adjustment
was included as a component of deferred income tax expense. See Note H for further discussion of the
IRS examination.

H. Commitmments amd Contingencies

Power Comtracts

As of December 31, 2001, the Company had entered into the following agreements with various
counterparties for forward firm purchases and sales of electricity:

Type of Contract Cuantity Term

Purchase on-peak 128 MW 2002

Sale off-peak 25 MW 2002

Purchase on-peak 25 MW  April through October 2002
Purchase on-peak 60 MW  June through September 2002
Sale on-peak 60 MW  June through September 2002
Purchase on-peak 103 MW 2003 through 2005
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The Company also has an agreement with a counterparty for power exchanges under which the
Company will receive 80 MW of on-peak capacity and associated energy during 2002 at the Eddy
County tie and concurrently deliver the same amount at Palo Verde and/or Four Corners. The on-peak
exchange amount will decrease to 30 MW for 2003 through 2005. The agreement also gives the
counterparty the option to deliver up to 133 MW of off-peak capacity and associated energy to the
Company at the Eddy County tie from 2002 through 2005 in exchange for the same amount of energy
concurrently delivered by the Company at Palo Verde and/or Four Corners. The Company will
receive a guaranteed margin on any energy exchanged under the off-peak agreement.

As of December 31, 2001, the Company had an immaterial outstanding net receivable of
approximately $0.2 million from Enron related to prepetition claims for which the Company has
provided an allowance in its general allowance for bad debts. The Company is party to a power
purchase contract with Enron requiring deliveries of electricity to the Company during 2002. If Enron
fails to perform under this contract, the Company believes that it will be able to obtain replacement
power at prices lower than those payable to Enron under the contract.

Enviromnrmental Matters

The Company is subject to regulation with respect to air, soil and water quality, solid waste
disposal and other environmental matters by federal, state, tribal and local authorities. Those authorities
govern current facility operations and exercise continuing jurisdiction over facility modifications.
Environmental regulations can change rapidly and are difficult to predict. Substantial expenditures may
be required to comply with these regulations. The Company analyzes the costs of its obligations arising
from environmental matters on an ongoing basis, and management believes it has made adequate
provision in its financial statements to meet such obligations. Currently, the Company has provision for
environmental remediation obligations of approximately $0.6 million. However, unforeseen expenses
associated with compliance could have a material adverse effect on the future operations and financial
condition of the Company.

The following are expenditures incurred by the Company in 2001, 2000 and 1999 for complying
with federal environmental statutes (in thousands):

2001 2006 1999
Clean Air Act ..ocooevvevneciennn, g 718 $ 800 $ 538
Federal Clean Water Act ........ 281 770 2,251

The Company is not under any environmental investigation by the Environmental Protection
Agency, the Texas Natural Resources Conservation Commission or the New Mexico Environment
Department. In addition, the Company has not been named as a Potentially Responsible Party
pursuant to the Comprehensive Environmental Response, Compensation and Liability Act of 1980.

Tax Mztters

The Company's federal income tax returns for the years 1996 through 1998 have been examined
by the IRS. On October 3, 2001, the Company received the IRS notice of proposed deficiency. The
primary audit adjustments proposed by the IRS relate to (i) whether the Company was entitled to deduct
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payments made on emergence from Chapter 11 bankruptcy proceedings related to Palo Verde and
(i) the settlement of litigation in 1997 concerning a terminated merger during the Company's
bankruptcy. The Company has protested the audit adjustments through administrative appeals and
believes that its treatment of the payments is supported by substantial legal authority. In the event that
the IRS prevails, the resulting income tax and interest payments could be material to the Company's
financial position, results of operations and cash flows. The Company believes that the audit
adjustments can be resolved through administrative appeals and that adequate provision has been made
through December 31, 2001 for any additional tax that may be due.

Lease Agreememnts

The Company has an operating lease for a turbine and certain other related equipment through
July 2005, with an extension option for two additional years. The lease requires semiannual lease
payments of approximately $0.4 million.

The Company has one other significant operating lease for administrative offices. The lease has
a 10-year term and an option to renew for an additional 10 years. The minimum lease payments are
$1.0 million annually and are adjusted each year by 50% of the percentage change of the Consumer
Price Index.

Neither lease agreement imposes any restrictions relating to issuance of additional debt, payment
of dividends or entering into other lease arrangements. The Company has no significant capital lease
agreements.

As of December 31, 2001, the Company's minimum future rental payments for the next five
years are as follows (in thousands):

1110 3OS $ 1,800
003 ... eeveereeeeeereeeeeree s sesees e s e eese e eeeneen, 1,800
D004 ... eerveeeee oo eeeeeeeeeeesesseeeseeseneeeee e eeeeereseeseen, 1,800
0005 ... evveereeereeeeeeeeeeesseeeesseeees e eese e s e sens 1,400
D006 ... v eeeeeereeeeeeeesesseesesseeeesesseeeeeeeeseeeseerereeens 1,000

L. Litigatiom

The Company is a party to various legal actions. In many of these matters, the Company has
excess casualty liability insurance that covers the various claims, actions and complaints. Based upon a
review of these claims and applicable insurance coverage, the Company believes that none of these
claims will have a material adverse effect on the financial position, results of operations and cash flows of
the Company.
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J.  Employee Benefits

Retirement Plans

The Company's Retirement Income Plan (the "Retirement Plan") covers employees who have
completed one year of service with the Company, are 21 years of age and work at least a minimum
number of hours each year. The Retirement Plan is a qualified noncontributory defined benefit plan.
Upon retirement or death of a vested plan participant, assets of the Retirement Plan are used to pay
benefit obligations under the Retirement Plan. Contributions from the Company are based on the
minimum funding amounts required by the Department of Labor and IRS under provisions of the
Retirement Plan, as actuarially calculated. The assets of the Retirement Plan are invested in equity
securities, fixed income instruments and cash equivalents and are managed by professional investment
managers appointed by the Company.

The Company's Non-Qualified Retirement Income Plan is a non-funded defined benefit plan
which covers certain former employees of the Company. During 1996, as part of the Company's
reorganization, the Company terminated the Non-Qualified Retirement Income Plan with respect to all
active employees. The benefit cost for the Non-Qualified Retirement Income Plan i1s based on

substantially the same actuarial methods and economic assumptions as those used for the Retirement
Plan.

The Company accounts for the Retirement Plan and the Non-Qualified Retirement Income
Plan under SFAS No. 87, "Employers' Accounting for Pensions," ("SFAS No. 87"). In accordance with
SFAS No. 87, the net periodic benefit cost includes amortization of unrecognized net gains or losses,
which exceeded 10% of the benefit obligation at the beginning of the year. Unrecognized gains or losses
on investment assets of the plans are not amortized. The amortization reflects the excess divided by the
average remaining service period of active employees expected to receive benefits.
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The amounts recognized in the Company's balance sheets and the funded status of the plans at
December 31, 2001 and 2000 are presented below (in thousands):

Years Ended December 31,
2001 - 2000
Nomn- Nom-
Qualified Oualified
Retirement Retirement Retirerment Retirememnt
Income Income Income Imcome
Plan Plam Plam Plamn
Change in benefit obligation:
Benefit obligation at beginning of year ............. $ (103,313) % (18,256) $ (87,727) § (17,713)
SErvICE COSt. rueeriruirrreiererieientre e (8,085) - (2,670) -
TNEETESE COSE enrreiirrerceerti e e (7,363) (1,278) (6,839) (1,323)
Actuarial 1088 .....ooeiieiinieiir e (4,392)(1) (568) {9,624)(1) {901)
Benefits paid....ccooviiiiniiiiiiii e 3,987 1,668 3.547 1.681
Benefit obligation at end of year................ (114.166) (18.434) (103.313) (18.256)
Change in fair value of plan assets:
Fair value of plan assets at beginning of year.... 89,451 - 86,453 -
Actual return {loss) on plan assets.............c.oev. (7,265) - 3,218 -
Employer contribution ... 3,360 1,668 3,327 1,681
Benefits paid. ..., (3.987) (1.668) (3,547) (1,681)
Fair value of plan assets at end of year......... 81,559 - 89,451 -
Funded STAtUS. ...coeveeveerereveriereenrenrereer e {32,607) (18,434) (13,862) (18,256)
Unrecognized net loss.......oocovvinnriovcnnninininnenn 20,347 824 984 -
Balance of additional Hability ....c.ccceveveerincninirienenee - (824) - -
Accrued benefit Hability ..o 3 (12,260) % (18434) § (12,878 & (18,256)

(1) Represents a decrease in the discount rate.

Weighted average actuarial assumptions used in determining the actuarial present value of the
benefit obligations are as follows:

2001 2000
Nomn- Nom-
Oualified Qualified
Retirement Retirement Retirement Retirement
[mcome Income Imcome Income
Plan Plam Plan Plam
Discount Tate ....coovvieeveiccinriireceiirrreeiee e 7.00% 7.00% 7.25% 7.25%
Expected return on plan assets.................. 8.50% N/A 8.50% N/A
Rate of compensation increase.................. 5.00% N/A 5.00% N/7A

71




EL PASO ELECTRIC COMPANY AND SUBSIDIARY
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Net periodic benefit cost is made up of the components listed below as determined using the
projected unit credit actuarial cost method (in thousands):

Years Ended December 31,
2001 2000 1999
Compomnents of net periodic
benefit cost: , :
Service COSt .ooimmmniiiiiiieiiieeeeeirreeireens $ 3,085 § 2,670 % 3,155
Interest CoSt...uurmmmaniimiireneiiiineriecnnenas 8,641 8,162 7,566
Expected return on plan assets......... (7,673) (7,307) (6,597)
Amortization of unrecognized gain.. ____ = ooy =
Net periodic benefit cost ............. b 4,053 § 3410 § 4.124

Weighted average actuarial assumptions used in determining the net periodic benefit costs are as
follows:

2001 2000 1999
DiIscount rate......cccveiericiisnecneiennennes 7.25% 7.75% 6.75%
Expected return on plan assets .............. 8.50% 8.50% 8.50%
Rate of compensation increase............... 5.00% 5.00% 5.00%

Other P@s&mﬁﬁm@m Bemnefits

The Company provides certain health care benefits for retired employees and their eligible
dependents and life insurance benefits for retired employees only. Substantially all of the Company's
employees may become eligible for those benefits if they reach retirement age while working for the
Company. Those benefits are accounted for under SFAS No. 106, "Employers’ Accounting for
Postretirement Benefits Other Than Pensions,” ("SFAS No. 106"). In accordance with SFAS No. 106,
the 2001, 2000 and 1999 net periodic benefit cost includes amortization of unrecognized net gains or
losses which exceeded 10% of the benefit obligation at the beginning of the year in which they occurred.
The amortization reflects the excess divided by the average remaining service period of active employees
expected to receive benefits. Unrecognized gains or losses on investment assets of the plans are not
amortized. Contributions from the Company are based on the funding amounts required by the Texas
Commission in the Texas Rate Stipulation. The assets of the plan are invested in fixed income
instruments and cash equivalents and are managed by professional investment managers appointed by
the Company.
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The amounts recognized in the Company's balance sheets and the funded status of the plan at
December 31, 2001 and 2000 are presented below (in thousands):

December 31,
2001 2009
Change in benefit obligation:
Benefit obligation at beginning of year ...... $ (67,746) $ (53,946)
SEIVICE COStovriurninmieiirinirenrerrereereerenre e (3,170) (2,289)
INtErest COSt .ovrvnnminiiecrierenircerse e (5,548) 4,357)
Actuarial 108S ..o vivriceceriee e (14,128)(1) 8,727)(1)
Retirees' contributions.......c.cvvcerevrerecrnennn. (313) (230)
Benefits paid......ccooovciiiieciiinice 2,395 1,803
Benefit obligation at end of year ........... (88.506) (67,746)
Change in fair value of plan assets:
Fair value of plan assets at
beginning of year........c..coeceveevevcnrncnn 15,299 13,525
Actual loss on plan assets ..........coccreeinienins (402) (75)
Employer contribution........coecceviinnennenn, 3,422 3,422
Retirees' contributions.......c.ccovvecerereerennnn. 313 230
Benefits paid........ccoooiiiiiiiiiics (2,399) (1,803)
Fair value of plan assets at end of year.. 16,233 15,299
Funded status ...oocevcveerevenieee e (72,273) (52,447)
Unrecognized net gain .......cooeeiveernieneennne (12,701) (29,337)
Accrued benefit liability .......ccovvinniiennes i (84.974) 8 (81,784)

(1) Represents a decrease in the discount rate.

Net periodic benefit cost is made up of the components listed below (in thousands):

Years Ended December 31,
2001 2009 1899
Components of net periodic
benefit cost:
SEIVICE COSE cvrririririieiriieceee e $ 3,170 8 2,289 § 2,226
Interest CoSt...uumummmraniiiieicee e 5,548 4,357 3,994
Expected return on plan assets............... (942) (444) (381)
Amortization of unrecognized gain........ (1,.164) (2,171) (1,719)
Net periodic benefit cost.............. b 6,612 8 4,031 § 4,120
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Weighted average assumptions are as follows:

2001 2000 1999
Discount rate....c..c.eververeirreeeiineeieennnens 7.00% 7.25% 7.75%
Expected return on plan assets ................ 5.90% 4.50% 4.50%
Rate of compensation increase ................ 5.00% 5.00% 5.00%

For measurement purposes, a 12% annual rate of increase in the per capita cost of covered
health care benefits was assumed for 2002; the rate was assumed to decrease gradually to 6% for 2006
and remain at that level thereafter. Assumed health care cost trend rates have a significant effect on the
amounts reported for the health care plan. The effect of a 1% change in these assumed health care cost
trend rates would increase or decrease the benefit obligation by $14.0 million or $11.2 million,
respectively. In addition, such a 1% change would increase or decrease the aggregate service and interest
cost components of net periodic benefit cost by $1.6 million or $1.3 million, respectively.

All Employee Cash Bonus Plam

The All Employee Cash Bonus Plan (the "Bonus Plan"), was established to reward employees for
their contribution in helping the Company attain its corporate goals. Eligible employees below manager
level would receive a cash bonus if the Company attained established levels of safety, customer
satisfaction and financial results during 2001. The financial goal had to be met before any bonus
amounts would be paid and the improvement in financial results had to be greater than any bonus
amounts paid. The Company was able to attain the required minimum levels of improvements in all the
performance measures for 2001. As a result of the Company's success, the Company expensed in 2001,
2000 and 1999 approximately $3.7 million, $4.3 million and $4.3 million, respectively, in cash bonuses.
The Company has renewed the Bonus Plan in 2002 with similar goals.

K. Franchises and Significamt Customers
City of El Paso Framchise

The Company's major franchise is with the City of El Paso, Texas. The franchise agreement
includes a 2% annual franchise fee (approximately $7.2 million per year currently) and provides an
arrangement for the Company's utilization of public rights-of-way necessary to serve its retail customers
within the City of El Paso. The franchise with the City of El Paso extends through August 1, 2005.

Las Cruces Franchise

The Company and Las Cruces entered into a seven-year franchise agreement with a 2% annual
franchise fee (approximately $1.0 million per year currently) for the provision of electric distribution
service in February 2000. Las Cruces is prohibited during this seven-year period from taking any action
to condemn or otherwise attempt to acquire the Company's distribution system, or attempt to operate or
build its own electric distribution system. Las Cruces will have a 90-day non-assignable option at the
end of the Company's seven-year franchise agreement to purchase the portion of the Company's
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distribution system that serves Las Cruces at a purchase price of 130% of the Company's book value at
that time. If Las Cruces exercises this option, it is prohibited from reselling the distribution assets for two
years. [f Las Cruces fails to exercise this option, the franchise and standstill agreements will be extended
for an additional two years.

Military Installations

The Company currently serves Holloman Air Force Base ("Holloman"), White Sands Missile
Range ("White Sands") and the United States Army Air Defense Center at Fort Bliss ("Ft. Bliss"). The
Company's sales to the military bases represent approximately 3% of annual operating revenues. The
Company currently has long-term contracts with all three military bases that it serves. The Company
signed a contract with Ft. Bliss in December 1998, under which Ft. Bliss will take service from the
Company through December 2008. The Company has a contract to provide retail electric service to
Holloman for a ten-year term which began in December 1995. In May 1999, the Army and the
Company entered into a new ten-year contract to provide retail electric service to White Sands.

L. Fimamcial Instruments

SFAS No. 107, "Disclosure about Fair Value of Financial Instruments,” requires the Company to
disclose estimated fair values for its financial instruments. The Company has determined that cash and
temporary investments, accounts receivable, decommissioning trust funds, long-term debt and financing
obligations, accounts payable and customer deposits meet the definition of financial instruments. The
carrying amounts of cash and temporary investments, accounts receivable, accounts payable and
customer deposits approximate fair value because of the short maturity of these items. Decommissioning
trust funds are carried at market value.

The fair values of the Company's long-term debt and financing obligations, including the current
portion thereof, are based on estimated market prices for similar issues at December 31, 2001 and 2000
and are presented below (in thousands):

2001 2000
Estimated Estimated
Carrying Fatr Carrying Fair

Amoumnt Value Amoumnt Value
First Mortgage Bonds ........ccccceeiiiiieninne $ 467,929 § 513,619 $ 556,128 § 600,767
Pollution Control Bonds...........ccccoovveenen. 193,135 198,791 193,135 194,350
Nuclear Fuel Financing(1) ..cooooviiiincnn, 48.291 48,291 48,158 48,158
Total...ooieeniieieeecieeceeee e 8 709355 § 760,701 8 797421 § 843.275

(1) The interest rate on the Company's financing for nuclear fuel purchases is reset every quarter to
reflect current market rates. Consequently, the carrying value approximates fair value.
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As of January 1, 2001, the Company adopted SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities” ("SFAS No. 133"), as amended, including implementation guidance
discussed by the Financial Accounting Standards Board's (the "FASB") Derivatives Implementation
Group (the "DIG") and cleared by the FASB as of January 1, 2001. This standard requires the
recognition of derivatives as either assets or liabilities in the balance sheet with measurement of those
instruments at fair value. Any changes in the fair value of these instruments are recorded in earnings or
other comprehensive income.

The Company uses commodity contracts to manage its exposure to price and availability risks for
fuel purchases and power sales and purchases and these contracts generally have the characteristics of
derivatives. The Company does not trade or use these instruments with the objective of earning
financial gains on the commodity price fluctuations. The Company determined, upon implementation
of SFAS No. 133, that all such contracts that had the characteristics of derivatives met the "normal
purchases and normal sales” exception provided in SFAS No. 133, and, as such, were not required to be
accounted for as derivatives pursuant to SFAS No. 133 and other guidance.

At July 1, 2001, the Company implemented DIG Issue C10, "Scope Exceptions: Can Option
Contracts and Forward Contracts with Optionality Features Qualify for the Normal Purchases and
Normal Sales Exception,” DIG Issue C15, "Scope Exceptions: Normal Purchases and Normal Sales
Exception for Option-Type Contracts and Forward Contracts in Electricity,” and DIG Issue C16,
"Scope Exceptions: Applying the Normal Purchases and Normal Sales Exception to Contracts That
Combine a Forward Contract and a Purchased Option Contract." Based upon this implementation, the
Company determined that certain of its natural gas commodity contracts with optionality features are
not eligible for the normal purchases exception and, therefore, are required to be accounted for as
derivative instruments pursuant to SFAS No. 133. However, as of December 31, 2001, the variable,
market-based pricing provisions of existing gas contracts are such that these derivative instruments have
no significant fair value. The Company also determined that, as of December 31, 2001, all existing
power sales and purchases contracts met the specific criteria listed in DIG Issue C15 and, therefore,
continue to qualify for the normal purchases and normal sales exception.

The FASB has continued to issue additional guidance on SFAS No. 133, including providing
revised guidance on DIG Issue C15 on December 28, 2001. The ultimate effects of this revised

guidance, which will be implemented on April 1, 2002, may impact the Company's application of SFAS
No. 133.
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M. Selected Quarterly Finamcial Data (Unaudited)

2001 Quarters 2000 Quarters
4tk 3ed 2md Ist 4th 3ed 2md Ist
(In thousands except for share data)
Operating revenues $162,721 $210,482 $203,623 3$192,879 $180,730 $211,410 $171,464 $138,045
Operating income ............. s 20,735 58,096 36,015 47,756 35,652 57,744 43,786 31,792
Income before e(traordmaxy itern 9,220 25,794 12,266 18,538 10,998 25,442 15,164 8,560
Extraordinary gain (loss) on extinguishments of debt,
net of income tax (expense) benefit......cooocveverernirioens (1,228} (830) (161) - - (1,223) 4 (553)
Net income applicable t0 commmon SOtk ... ccenmcrmcorsenrne 7,992 24,964 12,105 18,598 10,998 24,219 15,168 8,007
Basic earnings per common sham
Income before extraordinary ites 0.18 0.51 0.24 0.36 0.21 0.47 0.28 0.16
Extraordinary loss on emngwshments of debt, net of
income tax benefit (0.02) (0.02) - - - (0.02) - (0.01)
Netincome........ 0.16 0.49 0.24 0.36 0.21 0.45 0.28 0.15
Diluted earnings per common share: .
Income before extraordinary item..... . 0.18 0.50 0.23 " 0.36 0.21 0.46 0.28 0.15
E)m'aordma.ly loss on e:mngmslnnents of debt, net of
income tax benefit (0.02) (0.02) - - - (0.02) - (0.01)
Netincome 0.16 0.48 0.23 0.36 0.21 0.44 0.28 0.14
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Itemm 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

Not applicable.
PART III and PART IV

The information set forth in Part III and Part IV has been omitted from this Annual Report to
Shareholders.
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